The Australian Accountant 


Published monthly for the Commonwealth Institute of Accountants and 
he Australasian Institute of Cost Accountants 





Subscription : 
Vol. IX, No. 1 FEBRUARY 15, 1940 Per annum, 12/6 
Single copies, 1/6 





Claims of Wives and Husbands in Each Other’s 
Bankruptcy 


By Norman S. YOouNnG, A.c.A. (AUST.) 





Probably the outstanding feature of modern commerce is the 
rapidity and regularity with which business practices and outlooks 
are changing and developing in the pursuit of increased efficiency. 
These changes usually defy precise classification, being generally 
a@ movement or tendency in a particular direction rather than a 
clear-cut variation in an existing practice. Commercial enterprise 
operates within a framework constructed partly of usage or cus- 
tom which, as already indicated, is in a constant state of flux 
and legislative sanctions or authorities of several kinds which by 
nature are generally inflexible and even arbitrary. 

In the interpretation of the Statute Law affecting commerce, 
particularly where it has been in force for a considerable period, 
difficulties and anomalies frequently arise because the considera- 
tions which provided the motive for a particular legislative enact- 
ment have ceased to exist or have so altered as to render the 
Statute law out of harmony with existing conditions. 

An illustration of the gap which frequently develops between 
the statutory conception of the correct treatment of a commercial 
transaction and current opinion on the same transaction is con- 
tained in S. 85 of the Commonwealth Bankruptcy Act. 

Shortly stated the effect of this Section is to postpone claims 
of husbands and wives in each other’s bankruptcy in respect of 
moneys lent or any estate lent or entrusted by the one to the other 
until the claims of all other creditors have been satisfied. 

The progenitors of this Section are to be discovered in the 
Married Women’s Property legislation of England and the several 
Australian States, most of which legislation was enacted over fifty 
years ago at a time when the rights and privileges of married 
women were vastly different from what they are to-day. 

During and since the Great War both necessity and inclination 
have carried married women into a wide range of commercial 
activity until to-day it is not uncommon to find husband and wife 
actively participating in a joint business, or, more frequently, a 
wife contributing financial assistance to her husband’s business in 
consideration of either a share in the profits or a rate of interest. 

And yet, if a wife lends money or entrusts any of her personal 
property to her husband and a sequestration order is made against 
him, she is prohibited from recovering any dividend on her claim 
either for money lent or for the value of the property entrusted 
until all other creditors for valuable consideration have been satis- 
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fied. In practice this means that she receives no dividend at all, 
as a very small percentage of bankruptcies pay 20/- in the £. 
The claim of a husband is similarly postponed under S. 85, but 
the Section generally operates against the wife as a loan of money 
or an entrusting of his estate by a husband to a wife who subse- 
quently goes bankrupt is a possible but a somewhat isolated 
transaction. 

One may well ask, dealing with S. 85 as it affects the claims 
of a wife, what justification there exists for deferring a wife’s claim 
in her husband’s bankruptcy. If the loan is genuine and the 
transaction between husband and wife devoid of any irregularities, 
is it conscionable that the husband’s other creditors should vir- 
tually be given access to the wife’s property to supplement their 
dividend out of the husband’s estate? Because that is the effect, 
theoretically the dividend on the wife’s claim for money lent or 
property entrusted falling back into the pool, to be distributed 
to the other creditors. Fifty years ago justification existed by 
reason of the statutory and conventional limitations imposed by 
statute and society on a married woman which effectively pre- 
vented her from participating in business but to-day these restric- 
tions have been removed and society accepts the married woman 
as a person capable of entering into commercial undertakings 
just as readily as her husband. 

Since the Commonwealth Bankruptcy Act was proclaimed 
S. 85 has been before the Court for judicial consideration on 
several occasions and a number of interesting decisions have been 
delivered. 

The Section in full reads as follows: 


S.85 (1) Any money or other estate of the wife of a bankrupt lent or 
intrusted by her to him shall be treated as assets of his estate, 
and the wife shall not be entitled to claim any dividend as a 
creditor in respect of any such money or other estate until all 
claims of his other creditors for valuable consideration in money 
or money’s worth have been satisfied. 

(2) Where the bankrupt is a married woman her husband shall not 
be entitled to claim any dividend as a creditor in respect of any 
money or other estate lent or intrusted by him to her until all 
claims of her other creditors for valuable consideration in 
money or money’s worth have been satisfied. 

It is to be observed that the two subsections are substantially 
similar, varying only in that subsection (1) states that money 
or estate lent or entrusted by a wife to her bankrupt husband 
“shall be treated as assets of his estate,” whereas these words 
do not appear in subsection (2). It is submitted, however, that 
there is no practical difference between the two subsections, par- 
ticularly in view of the interpretation given to the words in 
question by Clark J. In re Salmon 7 A.B.C. at p. 112. 

It should be noted at the outset that the section is directed at 
postponing two distinct types of claims: 

(1) In respect of money lent; 

(2) In respect of property lent or entrusted by a wife or 

husband to and still retained by the bankrupt at the time 

of bankruptcy. 
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In certain circumstances it is the policy of the bankruptcy law 
to make available to the bankrupt’s creditors property which is 
in the possession of the bankrupt but which is owned by someone 
else (see S. 91 (iii)). 

In his investigation of the bankrupt’s estate, the trustee will 
usually be able to ascertain without much difficulty whether a 
claim lodged by a husband or wife is for money lent. If it is, 
then the claim is clearly postponed. It is not every claim of a 
husband or wife which is deferred, however, and it is submitted 
that where a husband or wife guarantees the other’s bank overdraft 
and is called upon to pay under the guarantee either before or 
after bankruptcy, an effective claim can be lodged against the 
estate as the debt in such circumstances is not within the descrip- 
tion of S. 85. Under the English Bankruptcy Law, the loan to 
be deferred must have been made for the purpose of the bankrupt’s 
trade or business, but no such distinction is introduced in the 
Australian Act and the purpose of the loan is irrelevant. 

The second type of claim which the Section seeks to defer 
is not a pre-existing debt but the value of any property which has 
been lent or entrusted by a wife or husband to the other and which 
is in the possession of the bankrupt at the commencement of the 
bankruptcy. 

Actually S. 85 does not state the date on which the property 
lent or entrusted is to be in the possession of the bankrupt to 
constitute it portion of the estate divisible amongst the creditors. 
Two alternative dates could be suggested, either the date on 
which the bankruptcy commences, which will be the artificial 
date fixed by the operation of the doctrine of relation back, con- 
tained in S. 90, or the date of the sequestration order. It is 
suggested that the former date would be the correct one because 
the trustee’s superior title relates back to that point and, if in 
the interval between the commencement of bankruptcy and the 
date of the sequestration order, the wife or husband withdrew 
from the bankrupt property which had previously been lent or 
entrusted, the act of withdrawal would, it is suggested, be ineffec- 
tive against the trustee. 

In dealing with the second class of claim it becomes necessary 
to consider the meaning which is to be given to the expression 
“lent or intrusted,” as the onus would be on the trustee of estab- 
lishing in the first place that a lending or intrusting of the 
property had taken place. In this connection the judgment of 
the High Court in Davis v. Mackerras 2 A.B.C. at p. 119 is 
helpful and the following extract from the judgment is in point: 

The word “intrusted” is undoubtedly a flexible word, and its signification 
conforms to the context and the occasion of its use. In S. 85 it occurs in 
an Act relating to bankruptcy, and in a section which is openly directed 
to protecting other creditors in preference to a claim by husband or wife 
in the other’s bankruptcy. Further, the word “intrusted” is placed on a level 
with “lent” and the result of each is that the property so dealt with is 
“treated as assets” of the bankrupt’s estate, the lender or intruster being 
postponed to other creditors. This indicates that “intrusted” implies that 
some legal power or some authority has been conferred upon the bankrupt 
enabling him to use or dispose of the property as if it were his own, 
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whether he is under any obligation or not to account for it or its proceeds 
to his wife. 


If the wife or husband holds security for the money lent to 
the bankrupt, they are entitled to retain this security, and only 


the deficiency after the realisation thereof is a deferred debt. (Jn | 


re Salmon supra.) It should be noted, however, that this 


decision is in conflict with that of Lukin J. in re Love 3 A.B.C. 24. 

Where a wife lends money to a partnership of which her 
husband is a member her claim is not postponed in the distribu- 
tion of the joint estates. (In re Midlane Bros. (Aust.) Ltd. v. 
Reid and others 3 A.B.C. 40.) Where a husband had lent money 
to his wife who was in business in partnership it was held that 
the husband was entitled to be paid the amount of his claim after 


payment of the wife’s separate liabilities but before any surplus [| 


was transferred to the joint estate for distribution. (Jn re McKee 
1 A.B.C. 79.) Costs awarded to a wife in connection with an 
action taken by her to recover moneys lent to her husband prior 


to his bankruptcy are not deferred but can be proved in com- § 


petition with the claims of the general body of unsecured creditors, 


notwithstanding that the debt itself is deferred (Jn re Saxton § 


8 A.B.C. 111). 
Owing to the changed position of the married woman in relation 


to business activities, the opinion has frequently been expressed J 


that S. 85, in its present form, frequently operates unfairly and 


it is submitted that the Section could be improved by the inclusion | 


of statutory permission for the wife or husband to apply to the 
Court for an order to take the claim outside the effects of S. 85, 
where, in the opinion of the Court, the facts justify an exception. 





Victorian Companies’ Act, 1938 
RIGHTS OF TRUSTEES FOR DEBENTURE HOLDERS 


Mr. W. N. English writes as follows: 


ae 


The Victorian Companies Act, 1938, contains an apparent § 


discrepancy which may be of interest to readers and in connection | 
with which I would be grateful to learn the correct interpretation. | 


Section 78 (1) sets out that a company issuing debentures 


shall make provision in the debentures “for the appointment of not J 


less than two persons or of a company as trustees or a trustee J 


for the holders of the debentures.” 

Every such debenture or deed of trust shall be deemed to 

contain (inter alia) the following provision— 

“(3) (b) That to the same extent as if the trustee or trustees 
for holders of debentures or any auditor or auditors 
(licensed by the Companies Auditors’ Board) appointed 
by him or them was or were a member or members of 
the company it will— 


(i) make available for inspection to the trustee or § 


trustees or such auditor or auditors the whole of the 


books, accounts and documents of the company | 
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whether kept at the registered office or at any other 
place or places in Victoria ;” etc. 


From this one would infer that it is an acknowledged right 
or power of “a member of members of the company” to make the 
inspection outlined in sub-paragraph (i) above, and yet I can 
find no such authority anywhere in the Act. 

Section 121 states that the minute books of the general meetings 
of the company must “be open to the inspection of any member 
without charge,” and the same applies to the register of members 
(Section 98) and to the register of charges (Section 89). 


Prima facie, it appears that when Section 78 generously gives 
to the trustee of the debenture holders the same rights to inspect 
“the whole of the books, accounts and documents of the company” 
as would be enjoyed by a member of the company, it merely 
empowers them to inspect the minute books and the registers of 
members and charges. 

The summary of the changes in company law published by the 
Commonwealth Institute of Accountants, in commenting on the 
appropriate clause of Section 78, gives the following interpreta- 
tion : 

“That the company shall make available to the trustee, 
books, accounts and documents of the company for inspection 
in the same manner as is provided for the auditors of the 
Company.” (Page 28 (c) (ii).) (The italics are mine.) 

This is a very logical explanation of the means by which the 
right to make a complete inspection may be vested in the trustee, 
but is it an interpretation that is justified by the actual words of 
the Act? 


The question has been referred to Mr. J. A. L. Gunn, who 
expresses the following opinion : 

I am of opinion that the summary of the changes in the Victorian 
Companies Act published by the Commonwealth Institute of 
Accountants, is not correct in its interpretation of S. 78 (3) (b), 


| and that the right of trustees for debenture-holders is limited 


as set out by Mr. English. 

I have submitted the problem to Mr. A. B. Samuelson, Lt.z., 
solicitor, Sydney, who endorses my views. Mr. Samuelson adds 
that he does not agree with Mr. English’s suggestion that the 
Institute’s interpretation is the logical interpretation as, in his 
opinion, a debenture-holder should have no greater right to inspect 
the books and records of the company than the shareholders who 
are, loosely speaking, the proprietors of the company. Mr. 
Samuelson points out that the debenture-holders are preferred in 
their security and it does not seem logical to him that persons 
who are so preferred should have greater rights of inspection than 
the persons who take a greater risk. 

May I add that if a prospective lender to a company desires 
the right of inspection and the company agrees, a specific pro- 
vision to that effect can be inserted in the debenture or deed of 
trust. 
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Taxation Section 
Edited by J. A. L. Gunn, F.1.c.a. 


New Soutn Wates Stamp Duties (AMENDMENT) Act 1939 | 


The New South Wales Stamp Duties Act 1920-1938 has been 


amended by Act No. 30 of 1939, which came into force on | 


November 7, 1939. The main features of the Amendment Act, 
which it is proposed to discuss in this article, are: 
(1) Death duty levied on life tenancies and annuities (cesser of 


limited interests), whether created by deed (settlements) or | 


by will. 
(2) New schedules of increased death duty rates for: 
(a) Estates of deceased persons domiciled in N.S.W.; 
(b) Estates of deceased persons domiciled outside N.S.W. 
(3) Regulations for filing certified copies of wills and settlements. 
(4) More stringent provisions as regards: 
(a) Issue or allotment of shares by direction; 
(b) Valuation of shares in companies not listed on Stock 
Exchange. 
(5) Increase in rates of stamp duty on: 
(a) Conveyances of property ; 
(b) Bills of exchange and promissory notes. 
(6) Uniform rates of stamp duty on policies of insurance (life 
assurance policies exempt). 


Some of the new provisions are very intricate and difficult of 
interpretation ; these will be discussed later. I shall deal first with 
the provisions expressed in plainer language. 


Stamp Duty on Conveyances of Property 


An. i ecg. 


The rate of stamp duty on conveyances of property, as provided 


in the second schedule, has been increased as follows: 


Previous New 
Rate Rate } 
s. d. £s. a4 
(1) Where the amount of consideration does not 
exceed £50 J 7 6 10 0 
(2) Exceeds £50 and does ‘not exceed "£100 «oe 1 00 
(3) For every £100 and also for any fractional 
part of £100 of such consideration .. .. .. 15 0 ‘1 0 0 


Stamp Duty on Bills of Exchange and Promissory Notes 


The rate of stamp duty on these documents has been increased | 


from 3d. to 6d. for every £25 and fractional part thereof, thus 
reverting to the rate in force prior to the amendment of the Act 


in 1933. 
Stamp Duty on Policies of Insurance (except Life) 
Previously, policies of insurance were subject to stamp duty 


at varying rates according to the nature of the risk. For instance, § 


fire and marine policies were subject to stamp duty at the rate 
of 4d. per £100, while motor car policies had to be stamped at 


the rate of 1/- per £100. The Amendment Act 1939 makes the § 
position simpler though dearer. It is now provided that all policies } 
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of insurance (except life) are subject to a uniform rate of 6d. 
per £100 on the amount specified in the policy; the same rate to 
apply on the original policy and every annual renewal thereof. 
Where the policy does not specify the amount of insurance, the 
fixed duty of 1/- remains unaltered. 


Allotment or Issue of Shares by Direction 


Section 94A has been enlarged considerably in an endeavour to 
fill up any possible loopholes that may have existed before the 
amendment. Substituted Subsection (1) of S. 94A now provides: 
(1) (a) A company which becomes the purchaser of any property upon 

terms that the consideration for the purchase is to be satisfied 
either in whole or in part by the issue or allotment of shares in the 
company, whether to the vendor of the property or to any 
other person, shall not issue or allot any share in the company 
in or towards satisfaction of the consideration to any person 
other than the vendor except on the duly stamped direction in 
writing of the vendor. 

Paragraph (b) of Subsection (1), S. 94A, contains provisions 
to the same effect where a company is in any other way whatsoever 
under obligation to any person to issue or allot shares in the 
company either to or at the direction of the obligee or to any 
other person. Paragraph (c) provides for the penalties to be 
imposed on any company acting in contravention of these pro- 
visions. 


Valuation of Shares of Companies not listed on Stock Exchange 


The Commissioner is now given the power to “adopt as the 
value of a share of any class in any company the shares of which 
of that class are not listed on a stock exchange, such sum as in 
the opinion of the Commissioner the holder of that share would 
have received in respect of that share in the event of the company 
being voluntarily wound up on the date upon which the value of 
the share is to be ascertained for the purposes of the Act” (S. 127 
(1) (c)). The purpose of this important amendment is to pre- 
vent any likely evasion of death duty by the formation of pro- 
prietary companies, which might be conducted in such a way that 
the disclosed profits and balance sheet valuations would not reveal, 
based on accepted principles of valuing shares, the true “asset” 
value of those shares. The Commissioner will thus be empowered 
to call for expert valuations of the assets of the company and 
value the shares accordingly. An unpleasant feature of this 
perhaps justified provision is that no appeal lies against the Com- 
missioner’s valuation of the shares so valued. 

Justice requires the establishment of a Board of Appeal 
empowered to review any decisions of the Commissioner. 


New Schedules of Increased Rates of Death Duty 
(a) Estates of deceased persons domiciled in New South Wales 
(seventh schedule). The new principle introduced in levying 
death duty on the dutiable estate of deceased persons domi- 
ciled in New South Wales, consists of classifying the bene- 
ficiaries of such estates into four distinct groups, subject to 
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four different rates. The four columns of the new seventh 
schedule contain, briefly, the following classification : 


First Column: Widows and children; 


Second Column: Widowers, parents, grandparents, 
brothers, sisters, nephews or nieces; 


Third Column: Public hospitals, charitable and educational 
institutions ; 

Fourth Column: Other beneficiaries, generally referred to 
s “strangers.” 


The lowest rates are contained in the Third Column (public 
hospitals, etc.), then follow the first, second and fourth 
columns. It is to be observed that where the wife predeceases 
the husband and leaves a dutiable estate, the widower is 
taxed at a higher rate than applies to widows and children. 

A new definition has been inserted in the Act: “ ‘Child’ 
includes a natural child.” It would appear that where an 
illegitimate child is a beneficiary under the will or settlement 
of its father or mother, it will not be classed as a stranger 
(fourth column). 

The following comparison of previous death duty rates 
and the new rates clearly illustrates the increases that have 
taken place. 


Previous Death Duty Rates 


Widows and Children 
under All 
Final balance of Estate 21 years Others 


Jo 
Not exceeding £1,000 .. . ar 
Exceeding £1,000 but not exceeding £2,000 . 
Exceeding £5,000 but not exceeding £6,000 .. .. 
Exceeding £10,000 but not exceeding £11,000 ‘ 
Exceeding £20,000 but not exceeding £21,000 . 
Exceeding £50,000 but not vives £51,000 .. 
Exceeding £100,000 .. .. 


New Death Duty J Rates 


Widowers, 
Widows Parents, i 
Final Balance of Estate and Brothers, Hospitals, Others 
Children Sisters, ete. (Strangers) 
ete. 

Ist 2nd 3rd 4th 
Column Column Column Column 

‘0 %o Jo Jo 


Not exceeding £1,000 .. .. .. .. .. Nil 5 2 8 
Exceeding £1,000 but exceeding 

SPP Orr eee. 53 24 8 
=o £5,000 but exceeding 

£6,000 ken wae ae 64 34 94 
Exceeding £10,000 ‘but exceeding 

£11,000 . ee oe acces Oe 73 44 
Exceeding £20,000 ‘but not exceeding 

£21,000 . sacle -ibdiecsaietin. 104 7 
Exceeding "£50,000 but not "exceeding 

£51,000 . Seis aa we oe, 173 
Exceeding £100,000 . is erie! See hay 29 25 


*The rate is 34% less wbenbiaad post, of half prescribed rates. 


tit I I 
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Exemptions: As previously, dutiable estates of persons 
domiciled in New South Wales, of less than £500, continue 
to be exempt from death duty, irrespective of the class of 
beneficiaries entitled thereto. Likewise, estates. of £1,000 
and less, passing to widows and children, enjoy exemption 
under the Amendment Act. 

Abatement: Under the previous Act, estates not exceed- 
ing £5,000 and passing to the widow or children under 21 
years, were assessed at half rates. Under the Amendment 
Act, such estates are not so favourably treated. New Section 
112B provides that the following proportions of the prescribed 
rates shall apply: 

Estate exceeding £1,000 but not exceeding £2,000 
£3,000 


ri £3,000 
, £4,000 


(b) Estates of deceased persons domiciled outside New South 
Wales. New eighth schedule, applicable to estates of deceased 
persons domiciled outside New South Wales, provides separate 
rates for property passing to public hospitals, etc. (first 
column), and to “others” (second column). The rates exist- 
ing before the Amendment Act have been retained in the 
first column (public hospitals, etc.) of the new schedule. 
As shown by the following table, the rates have been dras- 
tically increased in the case of estates of deceased persons 
with an ex-New South Wales domicile: 


Previous Rate New Rates 
. (one ublic 
Final Balance of Estate rate Hospital, Others 


only) ete. 
Ist Column 2nd Column 
(4) % \%o 
Exceeding £500 but not exceeding £1,000 .. .. 33 34 8 
Exceeding £1,000 but not exceeding £2,000 .. .. 38 8% 
Exceeding £5,000 but not exceeding £6,000 .. .. 5 
Exceeding £10,000 but not exceeding £11,000 .. 6% 
Exceeding £20,000 but not exceeding £21,000 .. 10 
Exceeding £50,000 but not exceeding £51,000 .. 20 
es | ee ee ere 25 32 
It is to be noted that these estates do not obtain the benefit of 
any exemption or abatement applicable to estates of deceased 
persons domiciled in New South Wales. 


“Marginal relief” provision. The proviso to new S. 101D (1) 
reads: “Provided that the amount of death duty so payable upon 
the final balance of the estate at the rate or rates applicable thereto 
under the seventh schedule to this Act shall, where necessary, be 
reduced so as not to exceed the amount of duty which would be 
payable on such final balance at the next lower rate or rates under 
the said schedule with the addition of the amount by which such 
final balance exceeds that final balance on which the highest 
amount of duty would be so payable at the lower rate or rates, 
but so that the amount of duty payable in any case shall not be 
reduced by the operation of this proviso to an amount less than £1.” 

An example will make this new provision clearer. 
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Estate of £1005 passing to widow Death Duty 
Rate 34%, less concession 4 rate  (S. 112B (2)) = net 
rate 18% . oan Ft 
ha to S. "101D (1): next. lower rate to £1005 _ 
ihe i 
Add amount by which final balance, "£1005, "exceeds 
balance on which next lower rate applicable, 
ee eee or eee 
— 0 0 
Saving by operation of “Marginal relief” provision .. .. £1115 0 


It is to be observed that estates of deceased persons domiciled 
outside New South Wales obtain the benefit of the marginal relief 
provisions, where applicable. 


Death Duty on Life Tenancies and Annuities 
(cesser of limited interests) 


By far the biggest outcry against the provisions of the new 
Stamp Duties (Amendment) Act has been caused by the substi- 
tution of subparagraph (g) of paragraph (2) of S. 102 (this 
section specifies the property subject to death duty) by a new 
subparagraph, which provides as follows: 

(g) (i) Any property in which the deceased or any other person had, 
at any time either before or after the commencement of the 
Stamp Duties (Amendment) Act 1939, an estate or interest limited 
to cease on the death of the deceased or at a time determined by 
reference to the death of the deceased (in this Act referred to 
as the “limited interest”) to the extent to which a benefit accrues 
or arises by cesser of the limited interest, whether or not the 
limited interest has been surrendered, assured, divested or other- 
wise disposed of, whether for value or not, to or for the benefit 
of a person entitled to an estate or interest in the property in 
remainder or reversion expectant upon the determination of the 
limited interest. 

The effect of this important subparagraph, couched in such 
simple language, requires to be explained and illustrated. From 
now on, the death of a life tenant or annuitant, which brings a 
limited interest in certain property to an end (legally referred to 
as “cesser of a limited interest”) will cause the value of the 
enjoyment of such limited interest to be set up as a separate 
dutiable estate. It matters not whether the “limited interest” was 
created by deed (settlement) or by Will; on the “cesser of such 
limited interest,” a dutiable estate is created by virtue of S. 102 
(2) (g) (i). 

An example will make this new provision clear. A, by his Will, 
settles his estate upon trust for the benefit of his wife, B, for 
life, with remainder over to his children. On the death of the 
Life Tenant, B, the cesser of her limited interest creates a dutiable 
estate. The principle behind this provision is, that whenever 
property passes on the death of a person, death duty should be 
levied. On B’s death, the property passes to the remaindermen. 
The method of ascertaining the dutiable estate will be discussed 
later. However, it is to be clearly understood that the “limited 
interest” itself is not charged with the death duty, that is, in the 
case of a life tenancy, the life tenant’s estate is not called upon 
to pay the death duty on the limited interest enjoyed by the life 
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tenant. The duty is a charge upon the property which created the 
limited interest. 

Annuities purchased from a life assurance institution, super- 
annuation benefits and limited interests enjoyed by charitable 
organisations, are exempt from the above provisions (S. 102 (2) 
(g) (ii)). The proviso to S. 102 (2) (g) (i) (which is another 
complicated piece of language) also exempts a limited interest 
assigned to or settled on the remaindermen not less than three 
years before the death of the person divesting or disposing of 
the limited interest. For example, B, the life tenant of the estate 
A, settles the life interest on the remainderman C: B survives 
the period of three years. It is considered that on B’s death, no 
dutiable estate is created in respect of the life tenancy B; there 
is no passing of property. “C” derived the income from property 
belonging to him. Conversely it would appear that if a limited 
interest is surrendered, assured, divested or disposed of to any- 
body but the remaindermen, a dutiable estate is created on the 
cesser of the limited interest and the time factor (three-year 
period) has no bearing on the issue. 

Section 102 (2) (g) (i) then provides: 

The value of the benefit accruing or arising from the cesser of the 
limited interest shall— 

(a) if the limited interest extended to the whole of the income or benefits 
of the property, be the principal value of that property; and 

(b) if the limited interest extended to less than the whole of the income 
or benefits of the property, be the principal value of an addition to 
the property equal to the income or benefits to which the limited 
interest extended. 

The interpretation of provision (b), which has been copied 
from the English Finance Act 1894, has given a lot of trouble to 
the English Courts. Lord Darling remarked: “The section cannot 
be said to be a model of clearness. Indeed, if the words were 
taken literally, they would work out rather a nonsensical result!” 
Lord Sankey said: “What that means, it is extremely difficult to 
say.” Paragraph (a) is clear enough, and the practical effect of 
paragraph (b) is probably, that where the life tenant did not 
enjoy the whole of the limited interest (that is, where there is 
more than one life tenant, or a life tenant and annuitant), the 
dutiable estate created on his or her death will be based on the 
proportion that the interest enjoyed bears to the whole of the 
limited interest created by the settlement or Will. 

New S. 102A then provides that if the limited interest fails 
before it becomes an interest in possession, no dutiable estate will 
thereby be created. An illustration of this would be, where B, 
the life tenant under the Will of A, dies before A, B has never 
enjoyed the limited interest created by A’s Will. 


Non-aggregation of Dutiable Estates created by Cesser 
of Limited Interests 
The provisions of new S. 105A are most important and, as will 
be seen in a moment, considerably ameliorate the blow of creating 
dutiable estates on the cesser of limited ‘interests. With one 
qualification contained in paragraph (2) (d), paragraph (1) of 
this section provides that dutiable estates created by the operation 
of (a), S. 102 (2) (g) (i) (that is, on cesser of limited interests) 
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and (b) new Subsection (2A) of S. 102 shall not be aggregated 

with the balance of the estate of the deceased (the person who 

enjoyed the limited interest). This means that a dutiable estate 
created on the cesser of a limited interest (referred to as “non- 
aggregated property”) will be considered as an estate by itself. 

The limited interest is not aggregated with the estate of the life 

tenant or remainderman. 

Attention will now be given to the important provisions of new 
S. 105A (2), which contains both good and bad news. Paragraph 
(a) deals effectively with “non-aggregated” property in respect 
of a limited interest, the property of which was not included in the 
dutiable estate of the person creating the limited interest. It is 
there provided that where the settled property was not included in 
the dutiable estate of the settlor (or testator), the settled property 
shall be subject to death duty at the full rate. Suppose a settlor 
settled £50,000 upon trustees for his wife for life with remainder 
over to his children (without reserving any interest to himself) 
and survived for more than three years. On his death, the settle- 
ment would not be included in his dutiable estate. But on the 
death of the life tenant (widow), the settlement, valued as at 
death of life tenant, would be treated as a separate estate, liable 
to the appropriate rate of death duty (154%) for an estate of 
£50,000 (if the value remained unchanged), but subject to a 
deduction provided by S. 123 of any gift duty paid on the settle- 
ment. The object in view is, that all settled property shall be 
subject once to death duty at full death duty rates. If it escaped 
death duty at the time of the settlor’s or testator’s death, it will 
be caught on the death of the first person enjoying a limited 
interest. For this reason, the comparatively low rates of gift 
duty provided by the sixth schedule (1% to maximum of 5%) 
were not interfered with. But it would appear that, on account 
of the provisions for non-aggregation of dutiable estates created 
by limited interests, it is still possible to effect a considerable 
saving by making various settlements on different beneficiaries. 
Suppose a settlor settles £100,000 in five settlements of £20,000 
each to various beneficiaries and survives the period of three 
years. On the settlor’s death, the £100,000 settlement is out of 
his dutiable estate, and this amount, by the time the five bene- 
ficiaries have died, will bear death duty only at the rate applicable 
to a £20,000 estate. 

The provisions affecting “non-aggregated property” in respect 
of a limited interest, the property of which was previously included 
in the dutiable estate of the person who created the limited interest, 
will now be dealt with. It may be observed that these provisions 
will apply to the majority of life tenancies and annuities created 
by Wills. In these cases, new S. 105A (2) (b) provides that the 
amount of the dutiable estate shall be calculated in accordance 
with S. 105A (2) (c), which reads: 

(c) The amount which shall be included in the estate of the deceased 
pursuant to paragraph (b) of this subsection in respect of non- 
aggregated property shall be an amount equal to the value (as at the 
date the limited interest vested in possession) ascertained on a 3% 
basis, of an annuity equal to 3% of the value of the non-aggregated 


property for a period equal to the period which commenced on that 
date and terminated upon the death of the deceased. 
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This means, expressed in somewhat simpler language, that 
the dutiable estate arising on the cesser of a limited interest (the 
property of which was included in the dutiable estate of the 
person who created the limited interest) will be ascertained by 
capitalising on the annuity method the annual income on a 3% 
basis for the period in which the life tenant enjoyed the limited 
interest. It is to be noted that the starting point is the value of 
the property, as at date of death of the life tenant. Suppose the 
value of the property at the death of the life tenant to be £10,000 
and the limited interest was enjoyed for twenty years. The 
dutiable estate will be arrived at as follows: On a 3% basis, the 
annual income is £300, and this amount is assumed to have been 
enjoyed for twenty years. The annuity table shows that the 
resent value of £1 per annum on a 3% basis for twenty years is 
£14-87748; this amount multiplied by 300 (the annual income) 
gives the value of the dutiable estate, which is £4,463. The rate 
of death duty applicable to £4,463 is 44% and the amount 
of death duty payable is £189/13/7. Had the life tenant survived 
for, say, three years only, the dutiable estate would amount to 
£848 (present value of £1 per annum for three years on a 3% 
basis is £2-82861). The death duty rate on that amount is 3%, 
making the amount of death duty payable £25/8/10. It will be 
seen that where there is quick succession, the amount of death 
duty payable would be small and, in the case of small estates, nil. 

On the other hand, where the enjoyment of the limited interest 
is of a long duration, the second death duty charge will assume 
more serious proportions. However, even if a life tenant lived 
for 100 years, the dutiable estate arising on the cesser of that 
limited interest would not exceed the principal. The present 
value of £1 per annum for 100 years on a 3% basis is £31-59891. 

It will be seen that the longer a life tenant or annuitant lives, 
the more the remaindermen will have to pay. Before the new 
Act the remaindermen’s motto was “wait.” Now it is “wait and 
pay.” It is to be hoped that this change in the law will not lead 
to undue pressure of work on the part of the Criminal Investiga- 
tion Departments. 

It must be admitted that the adopted 3% income basis is 
reasonable, but after allowing for income taxes and trust expenses, 
the rate is not as low as was criticised during the passing of the 
Bill. It is felt that some provision should have been made where 
it can be proved that the estate was carrying on at a loss. It has 
already been stated that death duty payable in respect of non- 
aggregated property is levied against the person in whom the 
non-aggregated property is vested. There is great comfort in 
new S. 114A (3), which provides: 

The person in whom the non-aggregated property is vested shall not 
be liable for any duty in excess of the assets constituting the non-aggregated 
property. 

Section 123 (1B) makes provision to prevent double taxation 
in certain unlucky cases. For example, where a life tenant of a 
settlement inter vivos dies, full death duty would be payable, 
because the fund has not been subject to death duty previously. 
Subsequently, the settlor himself dies within the three years’ 
period and the amount of the settlement is also included in his 
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dutiable estate. Provision has therefore been made to meet such 
cases by allowing a certain set-off in the settlor’s assessment. 


Settlements of Personal Property outside New South Wales 
by Person Domiciled in New South Wales 

New subsection (2A) added to S. 102 is of great importance 
and has been designed to stop a loophole of death duty evasion 
by the settlement of personal property outside New South Wales. 
The Australian Capital Territory appears to have figured promi- 
nently in the exercise of this practice. The Amendment Act has 
now stopped this loophole and it matters not where the personal 
property, the subject of a settlement, is situated; it will henceforth 
be treated the same way as personal property settled inside New 
South Wales. 


Regulations—Registration of Deeds of Settlement and Wills 


Regulations, in conformity with new S. 145, came into force 
on November 24, 1939. Regulation 44A requires that certified 
copies of all instruments and Wills creating limited interests 
(which includes annuities) shall now be registered at the office 
of the Stamp Commissioner. This regulation applies, of course, 
to Wills, probate of which was granted, and settlements effected 
before the commencement of the Amendment Act in which a 
limited interest has not yet come to an end. It does not apply 
to Wills of testators still living. Reg. 44A also prescribes how the 
registration of these documents shall be effected. Provision is 
made for heavy penalties to be imposed upon persons who wilfully 
fail to comply with this regulation. The registration of these 
documents will enable the Commissioner of Stamp Duties effec- 
tively to police the Stamp Duties Act 1920-1939. 





SoutH AUSTRALIAN INCOME TAx 


Increases in the rates of tax payable by individuals in respect 
of income derived during year ended June 30, 1939, or substituted 
accounting period, have been made by the South Australian Income 
Tax (Rates) Act 1939. The following are the new rates: 


1. Rates on Income derived from Personal Exertion 


(a) If the taxable income does not exceed £1,000, the rate 
is 17d. plus 2/1000d. where the taxable income is £1, 
and increases by 2/1000d. for each increase of £1. 

(b) If the taxable income exceeds £1,000 but does not exceed 
£7,000, the rate is 19d. plus 6/1000d. where the taxable 
income is £1,001, and increases by 6/1000d. for each 
increase of £1. 

(c) If the taxable income exceeds £7,000, the rate is 55d. 


2. Rates on Income derived from Property 
(a) If the taxable income does not exceed £1,000 the rate is 
26d. plus 2/1000d. where the taxable income is £1, and 
increases by 2/1000d. for each increase of £1. 
(b) If the taxable income exceeds £1,000 but does not exceed 
£7,000, the rate is 28d. plus 6/1000d. where the taxable 
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income is £1,001, and increases by 6/1000d. for each 
increase of £1. 

(c) If the taxable income exceeds £7,000, the rate is 64d. 


3. Rates Payable by Unmarried Persons and Others 

Where the taxpayer is a resident of South Australia, and was 
on the last day of the year of income an adult unmarried person, 
a male divorced person who had not remarried and had no 
children, or a widower without children, the personal exertion 
rates are 8d. in £ more than those set forth in 1, and the property 
rates are 4d. in £ more than those set forth in 2. 

Where, however, an unmarried person has 

(a) a parent 
or (b) a brother or sister under the age of 16 years at the 
commencement of the year of income 


who was wholly dependent upon his or her earnings or where 
such person is a returned soldier or returned nurse who served 
outside Australia in the 1914-18 War the foregoing rates shall 
not apply and in lieu thereof the rates prescribed in 1 and 2 shall 
be chargeable. 
Composite Incomes 

Where the taxable income consists partly of income from per- 
sonal exertion and partly of income from property, the respective 
rates shall be ascertained by aggregating the income from both 
sources as in the Commonwealth Act. 


Exemption from Tax of Basic Wage Earner 
The exemption of a taxpayer who has a spouse and at least one 


) child under 16 wholly dependent on him or her has been increased 
from £191 to £199. 


Companies 
There is no change in the rate of tax payable by companies, 


) viz. 2/- in £1. 


Minimum Tax 
The minimum tax payable remains at 10/-. 





MEDICAL PRACTITIONER 
Excess of Expenditure over Earnings 


A medical practitioner, in his return of income for the year 
ending June 30, 1937, showed his earnings from his profession 
as £3/3/-, and his expenses incurred therein as £182/0/9, con- 
sisting of the following items, viz., rent, salaries, subscriptions, 
stationery, telephone, travelling expenses and depreciation. He 
claimed that the difference between such expenses and his pro- 
fessional earnings was an allowable deduction from his income 
from property by virtue of S. 51 (1) of the Commonwealth 
Income Tax Assessment Act 1936-38. Held, that as it appeased 
that the taxpayer was bona fide practising his profession, each of 
the above-mentioned items was, on principle, apart from questions 


| as to the correctness of the amounts claimed, an allowable deduc- 


tion under the said provision. 
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DEPRECIATION 
Option to have Allowance Calculated under Prime Cost Method 


Attention is drawn to the note on the above subject which | 


appeared on pp. 270-1 of the November, 1939, issue of The 


Australian _ Accountant. The subscriber contended that the | 
right of a taxpayer to exercise the option provided by S. 56 (1) | 


(b) of the Commonwealth Act to have his depreciation allowance 


calculated under the Prime Cost method is not limited to the first 9 
income year to which S. 56 is applied. For example, where a § 


taxpayer claimed an alowance for depreciation, in his returns for & 


1935-36 and subsequent years, calculated under the Diminishing ~ 


Cost method (S. 56 (1) (a)), and he desires to change over to 
the Prime Cost method, (S. 56 (1) (b)), in his assessment in 
respect of income year 1939-40, the subscriber contended that the 
taxpayer is entitled to exercise the option provided by S. 56 (1) 
(b) by lodging Form 6 with the Department on or before the 
date of the furnishing of his return for income year 1939-40 
(Reg. 7). 

The following questions have been submitted to the Federal 
Commissioner of Taxation, Canberra: 

“(a) Whether Reg. 7 limits the right to exercise the option to 


income year 1935-6, i.e., the first year to which S. 56 9 


applied; or 

“(b) Whether the option can be exercised in any year, as 

contended by the subscriber.” 

The following reply has been received from the Commissioner: 

“With reference to your letter dated November 20, 1939, I 
desire to inform you that Regulation 7 does not limit the right 
of the exercise of the option provided by Section 56 (1) (b) of 
the above-mentioned Act to the first year to which Section 56 of 
the Act is applied. 

“It is open to a taxpayer to whom the depreciation allowance 
has been made under Section 56 (1) (a) for the financial year 
1939-40 (and preceding financial years) to exercise the option 
provided by Section 56 (1) (b) in respect of the financial year 
1940-41. If a taxpayer exercises the option, it is necessary for 
him, in order to give a valid notification of the option, to comply 
with the requirements of Regulation 7. That regulation does not 
affect the exercise of the option but merely prescribes the time 
and manner in which the exercise of the option shall be notified to 
the Commissioner and the conditions attached to the notification.” 





DEPRECIATION 
Prime Cost Method 
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There is a danger in calculating the allowance for depreciation q 


under the Prime Cost method in that a taxpayer may inadver- § 
tently claim more than 100 per cent. for depreciation. Where © 


convenient, the relevant facts should be fully set out in each § 
year’s depreciation schedule so that this error may be guarded 


against. 


In the following example the taxpayer is allowed an overall q 
rate of 74 per cent. in respect of his plant and machinery based 
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1940 


on prime cost. It follows that in calculating his allowance for, 
say, year ended June 30, 1938, he is not entitled to any deprecia- 
tion in respect of plant purchased during year ended June 30, 
1923. With regard to plant bought during year ended June 30, 
1924, he is entitled to depreciation at the rate of 24 per cent. 
only; i.e., to complete the 100 per cent. : 





Allowance 
oO 
Bought during year ended June 30, 1924 .. .. £1,000 Nil 
Your em@ed Jame 3B, T565 .. «< ss ce cc ce 75 74 
eae eo = PR EKER 75 74 
a ve es eee ee 75 74 
a os 0 RS aa, ee oe gee 75 74 
vi = a ath gene! 75 74 
- ” a BP uceass «x oo Se ies 75 74 
“ = “ Be sa ce wir Gh “Se 75 74 
i e ie = = rire 75 74 
se rs Re GWM eet, 75 74 
. a ee ee 75 74 
- ” Se 75 74 
+ a Dt se, sk eae le) cae 75 74 
Me io oo Cee so 75 74 
: 5 QR ce ee cs ce cd G 25 24 
1,000 100 
= rd 


It is suggested that the Schedule should be prepared on the 
following lines: 





Cost Depn. 
Price at 74% 
Plant bought during year ended June 30, 1924 .. .. .. £69 
Deprecioteen G@ 2) per cbt, 2. on. os cc cc. 0s eo ce £1 
Plant bought in subsequent years— 
DG. xs ks kx okt eee ee es 
BGS sh < se. oS) we ee tm os 270 
MGS! fe 5s. ain. “ig, ak? le pau ae 2,871 
ree! a wert, Eee} eT Bae 476 
BORN. Ts ‘en ke ea ORE Re wir “as Nil 
MDs ae oe “ee ae ax ax ater Se 405 
NE as oS ag.” 2S" bas a Be che AM 1,510 
Boe oe testa, 2 pitas Ob as 588 
SN is. cw he hea, ee Ga, Ue” 1,686 
Gs se ts Us Me RR YY, 714 
TA nn *-5m. 6S Set Pe tee ee als 2,603 
eee a ee 554 
—— £13,034 
Details to be shown of plant bought during year 
ek eR ear ie 822 
13,856 
SS 
Depreciation @ 74 per cent. on £13,856 .. .. .. .. 2. we ee 1,039 
Total depreciation year ended June 30, 1938 .. .. .. .. .. £1,040 








For year ended June 30, 1939, plant bought during year ended 
June 30, 1934, will be dropped from the Schedule and depreciation 
at 24 per cent. only will be claimed in respect of plant bought 
during year ended June 30, 1925. The following is the suggested 
Schedule for year ended June 30, 1939, including sales of fully 
depreciated and partly depreciated plant: 

B 
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194 


Det 


Det 


Cost Depn. 
Price at 74% 
Plant bought during year ended ane c.. ee ' 
Depreciation @ 24 per cent. .. .. ce. ae £34 & 
Plant bought in subsequent years— 4 
OLS aaa ae Sk ee RA Ge es £270 
a ee ee eee ee 
NS ee oe caren She? b> eer wen 476 
A ee aN one ass aS ine Geis id ia Nil 
I ae eee rae ee 405 
EY shan Os EN aks ea Gpu aty | 1,510 
is eed oe lee Rial age) tg 588 
eee eee eer 1,686 
1934 £714 


Less cost price of plant ‘sold 
during year ended June 
eee ee 65 


— 649 
ee 
ee ara ee ee 554 
EN), (es), Aa Nel lee ral tek tie Lew ces 822 

£12,434 





Details to be shown of a8 —_— during year 
ended June 30, 1938 .. .. . Gs tees ae 














£15,270 
Depreciation @ 74 per cent. on £15,270 .. .. .. .. .. 1,145 
1,179 
Add: Loss on sale of plant bought year ended 30/6/1934 
ee 
Depreciation ‘years ended 30/6/ 1935, 1936, "1937 and 1938, 
four years @ 74 per cent. .. .. 19 
Depreciated value, 30/6/1938 . ie: ge Se 46 
Sold during year ended June 30, 1939, for .. al Sete say ah 26 
—_—. 20 
1,199 
Less: Proceeds sale plant bought during year ended ynedie 30, 1923, 
and purchase price therefore fully recouped . , 
Total depreciation, year ended June 30, 1939 .. .. .. .. .. .. £1,133 
| —$_—_—____.- 


The following is another convenient method of preparing a 
combined Commonwealth and State Depreciation Schedule, where, 
for example, depreciation is allowed at 20 per cent., diminishing 
cost (Commonwealth) and prime cost (State) : 


FIRST YEAR, 1938-9 














State 
1937-8 1938-39 Deprecia- 
tion 
£ £ £ 
RE oa cca: ket swe Se ew 9,000 8,000 1,000 
Commonwealth State 
Depreciated value, ue 
Se 19GB 2c oe 8,000 8,000 
Depreciation, 1938-9 . 1,600 1,600 1,600 
6,400 6,400 








Additions, 1938-9 . .. 1,000 
7,400 
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SECOND YEAR, 1939-40 





































































wealth State 


74% 
: State 
£344 @ 1937-8 1938-9 1939-40 Deprecia- 
Be tion 
£ £ £ £ 
i ee 8,000 1,000 800 
Common- 
wealth State 
Depreciated value, June 
De TOee 0s. 0s 0s ss 2 6,400 1,000 
™) Depreciation, 1939-40 . 1,480 1,600 200 1,800 
5920 4800 800 
Additions, 1939-40 . .. 800 , = 
j 6,720 
4 
3 THIRD YEAR, 1940-41 
i State 
8 Deprecia- 
H 1937-8 1938-9 1939-40 1940-1 tion 
£ £ £ £ £ £ 
£ Cost .. .. .. .. «. «. + 10,034 8,000 1,000 800 234 
145 G —S—S=S 
ad ommon- 
179 wealth State 
Depreciated value, June 30, 
- ira aes: SS 800 800 
i Depreciation, 1940-1 .. .. 1,344 1,600 200 160 1,960 
‘ 5,376 3,200 600 640 
Additions, 1940-41 .. 234 
20 i _ 5,610 
9 © FOURTH YEAR, 1941-2 
§ State 
66 § Deprecia- 
aie 1937-8 1938-9 1939-40 1940-1 1941-2 tion 
33 é é > es £ é 
a ae ' ; ‘ 10,034 8.000 1,000 800 234 Nil 
e, Commor-_ 
ig 


§ 

= Depreciated value, June 30, 
4 TEL as «0 an a0 oc os ee aee6|CO6UGlhCUGCO 

Depreciation, 1941-2 .. .. 1,122 1,600 200 160 46 2,006 








Additions, 1941-2 .. 
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FIFTH YEAR, 1942-3 
State 
Deprecia- 
1937-8 1938-9 1939-40 1940-1 1941-2 1942-3 tion 
£ £ £ £ £ £ £ £ 
Cost .. .. .. .. .- 10,234 8000 1,000 800 234 Nil 200 
—_———< — i 


Common- 
wealth State 











Depreciated value, 
June 30, 1942 .. 4,488 1,600 
Depreciation, 1942-3 897 1,600 


Additions, 1942-3 


SIXTH YEAR, 1943-4 


State 
Deprecia- 


1938-9 1939-40 1940-1 1941-2 1942-3 1943-4 tion 
£ £ £ £ £ £ £ £ 
Celt on es ss we ss ee CO Oe 


wealth State 


Depreciated value, 
June 30, 1943 .. 3,791 
Depreciation 1943-4 


Additions, 1943-4 . 





REBATES TO SHAREHOLDERS 


In respect of Dividends Paid out of Profits which have borne 
Private Company Tax 


Section 107 of the Commonwealth Income Tax Assessment 
Act provides as follows: 

A person shall be entitled to a rebate of the amount by which his income 
tax is increased by the inclusion in his assessable income of— 
(a) dividends paid to him by a company; or 
(b) amounts in respect of dividends paid by a company to any company, 

trustee or partnership interposed between that person and the company 
paying the dividends, 

where the dividends are paid wholly and exclusively out of any amount 
or amounts in respect of which, under this Division, under section twenty- 
one of the previous Act or under Division 2 of Part III of that Act the 
company paying the dividends has paid or is liable to pay tax. 

The following problem has been submitted by a subscriber: 

“Companies A and B are private companies. Company B owns 
all the shares in Company A, which has paid private Company 
Tax in respect of an ‘undistributed amount.’ Later, Company A 
pays to Company B a dividend wholly and exclusively out of the 
‘undistributed amount.’ Later, Company A pays to Company B 
a dividend wholly and exclusively out of the ‘undistributed amount’ 
and Company B in turn pays a dividend to its individual share- 
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holders wholly and exclusively out of the sum so received by it 
from Company A. 

“Are the individual shareholders of Company B entitled to the 
rebate provided by S. 107 in respect of the dividend received 
from that Company ?” 

The problem was referred to the Commissioner of Taxation, 
who advises that the individual shareholders of Company B 
would be entitled to receive the rebate provided by S. 107. 

In The Income Tax Laws of Australia I have carried the prob- 
lem a step further and contend that, while the dividend by 
Company A must be paid wholly and exclusively out of profits 
subject to private company tax, it is immaterial, in view of the 
wording of paragraph (b) of S. 107, whether or not the dividend 
paid by Company B is declared wholly and exclusively out of the 
dividend received by it from Company A. 





Articles in Overseas Journals 





The Accountant 


November 25, 1939.—Leading Article on Company Accounts 
in War Time; Inflation, by Professor J. H. Jones; Accoun- 
tants and the Law of Negligence—III, by W. Summerfield 
and F. B. Reynolds; Establishment Charges—Their Com- 
ponents and Methods of Allocation, by P. H. Walker. 


December 2, 1939.—Germany’s War Potentials, 1914 and 
1939 Compared, by Dr. T. Plaut; Britain’s War Finance, by 
Hargreaves Parkinson; Trustee’s Liability under Deed of 
Arrangement. 


Accountancy 
December, 1939.—Leading Article on Tax, Loan or Levy?; 
Accountancy in War Time, by Walter Holman; War Com- 
pensation, by E. E. Edwards and Bertram Nelson. 


The Canadian Chartered Accountant 
November, 1939.—Inventory Valuation of Public Manufac- 
turing Companies, by J. W. Taylor. 
December, 1939—-Workmen’s Compensation Legislation and 
its Administration in Canada, by F. C. Swallow. 


The Accounting Review 

December, 1939.—The Concept of Expense, by Y. C. Chow; 
A Note on Principles of Accounting, by Edward G. Nelson; 
The Sale as a Test of Income Realization, by Franklin H. Cook; 
Cost Analysis by Standards in the Accounts, by Ranald G. 
Rucker; Corpus and Income in Trust Accounting, by Robert 
L. Rosbe; Accounting for Investments in Life Insurance, by 
W. H. Whitney; Catching up with Employee Frauds, by J. S. 
Seidman; The Annuity Method of Estimating Depreciation, 
by Maurice Moonitz and E. Carey Brown. 
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Standard Costs 
By WALTER SCOTT, A.I.C.A., A.C.A.A. 


(A lecture to the N.S.W. Division of the Commonwealth 
Accountant Students’ Society) 





The examination syllabus of the Commonwealth Institute of 
Accountants does not specify any deep knowledge of standard 
cost accounting, but the student is required to know something 
of what is meant by the term, and to be acquainted with principles. 
Furthermore, it is necessary for him to be able to work out simple 
problems. 

The aim of this lecture is to attempt to cover these aspects of 
the subject and to confine consideration to the more elementary 
matters involved. 

Reduced to simplest terms, a standard is a basis with which 
comparison may be made. This basis may indicate what perfor- 
mance is desired, or, on the other hand, it may merely represent 
an arbitrary measure with which other factors can be compared. 
In every walk of life we have standards. We have them in sport, 
in industry, in medicine, and in religion. 

Standard cost accounting is a method of accounting in which 
what is actually performed is compared periodically and systema- 
tically with some adopted standard so as to enable efficiency to be 
measured. It uses certain cost standards such as standard material, 
standard labour, and standard expense costs. These standards 
are set after careful analysis and examination of all relevant § 
factors and can relate to items of procurement, manufacture or J 
distribution. 

Why Are Standard Costs Necessary? 


At first sight it is a logical question to ask why we need worry 
about standard costs when we can have actual costs. Would it 
not be better to concentrate upon what are, after all, the true 
costs, than to worry about something which ought to be, but is 
not? Here are the reasons why we want standard costs: 

Firstly—We want something with which to compare the actual 
costs. If we have a standard we have some tangible basis for 
comparison. We know that when we first went through and cal- 
culated our costs, we came to the conclusion that they ought to total 
a certain figure. If we do the job and find that our costs are 
different, we want to know not only wherein they are different, 
but also the exact causes of the difference. 

Secondly.—lf we have no standards with which we can compare 
actual costs, we are largely limited to comparing the cost of one 
batch against the cost of another batch. This is not always satis- 
factory, because after all, if we find that one batch costs us 1/- 
per unit and the next batch costs us 11d. per unit, we are not very 
much wiser. It may be that neither batch should have cost us 
more than 9d. per unit. 

Thirdly —We are able to decide that variations in cost are due 
to certain specific causes, and this makes it easier for us to rectify 
inefficiencies. As in so many other cases in life, one of the first 
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problems is to ascertain cause. This is sometimes much more 
difficult than the rectification process. 

Fourthly—We are able to state with much more accuracy what 
costs would be in any volume of manufacture. If we know what 
it costs to make 500 articles we can calculate very closely what it 
would cost us to make 1,000 articles. Furthermore, we would 
be able to arrive at the unit cost of each of the 500 articles and 
the unit cost of each of the 1,000 articles. 

Fifthly—The use of standard costs saves the time of manage- 
ment because the executive is able to concentrate his attention on 
those things which are not in accordance with the standards set. 
It is the things that go wrong with which management should be 
most concerned. 

Sixthly—By the use of standards, management is able to set 
down certain costs for the guidance of departmental managers 
and foremen who, in turn, are able to plan their work in such a 
way as to enable them to bring their costs down within the limits 
set. 
Seventhly.—Frequently it is found that systems of standard 
costs can be installed and used at a saving as against an ordinary 
system of job costs. 


Disadvaniages of Standard Costs 


As may be anticipated, standard cost accounting is by no means 
a perfect system, and the following disadvantages may, with some 
reason, be levelled against it. 

Firstly —It can become difficult when material and/or labour 


rates are constantly changing. It is possible to minimise these 
difficulties but they definitely do exist. 

Secondly.—At first, at all events, forecasts of results are sub- 
stituted for actual experience, and the forecasts largely lose their 
value unless they have been most carefully and accurately prepared. 

Thirdly.—All businesses do not lend themselves equally well to 
standard costs, though improvement in technique is now bringing 
within their scope businesses previously considered as quite 
unsuitable. 

Fourthly —For the successful completion of standard costs, 
some degree of standardisation is at least helpful, and probably 
necessary. There are, of course, different degrees of standardisa- 
tion in different businesses. 


How Standards Are Set 
1. Material Standards. 


(a) Quantities of materials necessary. These can be ar- 
rived at in one of three ways: 


1. The engineering department may examine the pro- 
posed production, setting down a specification of all 
materials required in each product to be manufac- 
tured. 

Where the products have been made previously. 
examination of past production may show what 
materials have been required in the past. Having in 
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mind that there should be a constant aim towards 
increased efficiency, a standard list of materials may 
then be prepared. 

3. Certain sample batches of product may be manu- 
factured and note may be taken of quantities re- 
quired. From this data a standard list of materials 
would be prepared. This may be modified as pro- 
duction advances. 


(b) Prices of Materials. These can also be arrived at in 


one of three ways: 


1. By examining prices of the materials to be used as 
disclosed by previous operations over three months, 
six months, one year, or some suitable period. It 
is often advisable to graph past prices, noting trends 
and deciding upon figures which seem as nearly as 
possible to conform to desirable prices reasonably 
capable of attainment during the coming period. 

2. After a price analysis, by adopting some arbitrary 
price as a basis, thus preventing the necessity for any 
alteration during the period. 

3. By adopting as standards the current prices of all 
materials to be used. 


As a result of the foregoing, the total cost of materials to be 
used would be known, because both quantity and price standards 
would have been fixed. 

Labour Standards.—These would involve two factors: 
Firstly —The amount of labour required, that is, the number 
of hands. This would be arrived at by: 


2. 


1. 


Arranging with the engineering department to set down 
a specification showing the time necessary to carry out 
the work on each product or batch of products. 
Examining past production and ascertaining what labour 
had previously been used to process the product, taking 
as a standard the past time, an average time, or something 
slightly better than average time. 

Adopting an arbitrary standard which would not be likely 
to be altered and which would be arrived at after 
consideration of previous results. 

It should be noted that not only the number of hands 
will have to be predetermined, but also the proportion of 
juniors and seniors, as this would have an effect upon total 
costs. 


Secondly.—The rates to be paid to the various workmen. 


1. 


r J 


Usually this would be done by reference to existing 
awards as practically all factory wages are covered by 
such. 

Where there are piece-workers the rates usually applic- 
able would be used to calculate the total cost. 


3. Expense Standards——Expense differs from the other two 
elements of cost because whilst the latter are largely variable, 
factory expense includes a fixed as well as a variable element 
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This means that it should not cost twice as much in expense to 
manufacture 1,000 articles as 500 articles. In order to arrive at 
expense standards, therefore, it is necessary to take into account 
the proposed production output, and the total factory expense 
would be calculated according to such output. Generally, there- 
fore, it is necessary to go through all the factory expense to arrive 
at what would be the total factory expense if the factory decided 
to manufacture a certain number of articles. The first step would 
be to examine every factory expense item, estimating the proposed 
outlay in connection with such. When the total expenses are 
known, expense rates would be arrived at. Generally the basis 
for the rates of such calculation would be— 


(a) Productive labour hours. 
(b) Direct labour costs 
or 
(c) Combined material and labour costs. 
By such bases the total of factory expense would be spread over 
products or over departments. 


Standard Cost Procedure 


It should be borne in mind that, in the case of standard costs, 
we have to deal with two sets of figures—the actual cost and the 
standard cost. The entries in the books of prime entry would be— 


1. Materials. 


(a) Jnwards. When the goods are purchased one copy of 
the invoice received from the seller would be stamped 
with a rubber stamp showing (amongst other things) 
the account number, the amount of the invoice, the stan- 
dard value and the variation between actual and 
standard. 

(b) Issued. When goods are issued for production, par- 
ticulars would be entered in a Materials Issued book 
which would show the voucher number, the particulars 
of issue, the standard cost, the actual cost, and the 
variation between actual and standard. 

These entries would then be used as the posting 
mediums for the cost ledger entries. 


2. Labour.—Labour records are often made to serve many 
purposes and the design of forms varies accordingly. Under 
standard cost plans provision must be made to show the standard 
cost of labour as well as the actual cost and a column is generally 
available for variations. 


1. A daily time report could show part, or order number, 
operation number, number of pieces, production labour 
at actual, production labour at standard, time start and 
finish, day work hours—productive and non-productive, 
account number. 

2. Accumulation of departmental and productive labour 

costs at both actual and standard is usually inserted 

upon a summary of labour form which would be used as 
the posting medium for each week or month. 
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3. Expense. 
1. Factory expense charges from pay-rolls, voucher regis- | 


7. 
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ters and journals, would be accumulated to ascertain the 
total amount each month. Often factory journals are 
used to facilitate such accumulation. 


2. If the rate of factory operation is below the standard J 


capacity fixed upon, monthly totals will include what is 
known as cost of idleness and the tendency is, nowadays, 
to regard this as a legitimate transfer to the Profit and 
Loss account. 


Variations 


If the actual results are compared with the standards set, 
generally there will be disclosed differences in materials, labour 
and expense, and these can be set down as under— 


1. 


Material Price Variance, being the total of the differences 
between the standard materials prices and the prices actually 
paid. 

Material Quantity Variance, being the total of the differ- 
ences between the standard quantities of materials and the 
quantities actually used. 

Labour Price Variance, being the total of the differences 
between labour costs at standard wage rates and at wage 
rates actually paid. 

Labour Efficiency Variance, being the total of the differences 
between the standard labour times and the times actually 
taken. 


s St 


ce) 


Factory Expense Price Variance, being the total of the § 


differences between factory expense costs at standard prices 
and the prices actually paid for the various elements of such 
cost. 

Factory Efficiency Variance, being the total of the differ- 
ences between the standard times in the factory and the 
times actually required for performance. 

Factory Capacity Variance, which sets forth the cost of idle- 
ness. 


It should be specially noted that each of the foregoing can be 
placed under one of two general headings— 


Price Variance or Efficiency Variance 


The main causes of these variations are :— 
1. 


Material Cost Variances 

(a) Changes in the market prices of raw materials. 

(b) Changes in the quality of materials used. 

(c) Changes in purchasing policies or practices. 

(d) Changes in design of the product or in methods of 
processing. 

(e) Excess spoilage of materials in production. 

(f{) Shrinkage of stocks of raw materials. 

(g) Damage during handling. 

(h) Excessively rigid inspection. 

(i) Errors in accounting for, or in receiving, materials. 
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2. Labour Cost Variances 
(a) Increased wages or working hours. 
(b) Inadequate or incorrect training. 
(c) Poor selection of workers. 
(d) Lack of suitable machines or tools. 
(e) Unsatisfactory working conditions. 
(f) Dishonesty amongst workers. 
(g) Excess supply of labour with consequent idle time. 
(h) Lack of correct or adequate accounting and production 
records. 
The main reasons why machines are kept idle are :— 
1. Lack of work. 
Lack of help. 
Lack of instructions. 
Lack of tools or equipment. 
Machines out of repair. 
Lack of materials. 
Waiting for set-ups to be completed. 


NAW PSP wh 


Example 


The following example is designed to illustrate the principles of 
standard costs and to set forth in practical but simple fashion 
matters which have been discussed above. 

The standard cost of a product is based upon a monthly pro- 
duction of 200 units in 2,000 hours. On this basis, the standard 
cost per unit of the product is as follows: 











Materials : pieces at 2/- (a) .. .. .. £110 0 
— Oe te ce as 10 0 
£2 0 0 
Labour 10 hours at 2/6 . id? samba ede aia 3 5 0 
Expense Sea 20 0 
Standard Cost per Unit .. .. .. .. «2 «2 «» « £8 § O 
A summary of results during a period shows: 
Purchases as per Invoices— 
red pieces @ 2/3 (a) £337 10 0 
2,400 , @10d. (b) 100 0 0 
£437 10 0 
Materials used as per requisitions— 
= pon 3 (a) 315 0 0 
2,000 , @ 10d. (b) 83 6 8 
398 6 8 
Labour as per Payroll— 
(Direct) 1,900 hours at 2/8 .. .. .. .. .. .. «2 «- 253 6 8 
Factory Expenses .. .. 420 0 0 
Production during the period was ‘180 units, "and there 
were 10 units estimated as being half completed. 
Journal Entries to give effect to the foregoing— 
Raw Materials A/c .. 2. 2. 2c ce 0c 0s ce oe £437 10 0 
i ae GOD 8. cs. os oe as 0s oe ees, Se ae © 


(covering purchases made) 
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Dees Tees AR. 2... 60. os ss dicen BB S-8 


FEB. 


To Raw Materials A/c. .. ee a | Ue 


(being materials used at ACTUAL) — 
Materials mm Process Afe.............-.. SH 0 @ 


To Materials Issued A/c. .. ao oe 
(being materials used at STANDARD PRICE) 


Labour me Pome AR a2. 06 xc éose weccre 2b & 8 


To Labour Accrued A/c. .. —— 
(being labour used in production at ACTUAL) 


Factory Expense in Process A/c... .. .. .. 420 0 0 


To Sundry Creditors .. .. ic on aa 
(being factory expense incurred at ACTUAL) 


Ee eee ee a 


7O Dees te PS ww. wc ce ce ess ss 
Labour in Process .. .. a ae oe ae ee 
Factory Expense in Process .. . 360 

(being amount of finished goods at " STANDARD) 
Treme te Pees Be nk nc sn ce aw 0 on 26 5 0 


en aig ew lew we em ae 10 
Labour in Process .. .. oe Mae ee ee ek ee 6 
Factory Expense in Process .. .. —— 10 

(being 10 units half made at STANDARD) 


Diaterinis Vartemee Ase. 2. 22 cc cc ae 00 0% 18 6 8 


ee ee I A nc cs ek ik a i 18 
(being price variations) 
2800 pieces at 3d. more than sTAN- 
DARD .. . ae 8 8 
2000 pieces “at 2d. less than sTAN- 
DARD .. 1613 4 


Materials Variance Ale. ee he awa Oh SS be 10 0 0 
To Materials in Process .. . Ge Ss 10 
(being excess materials issued and used) — 
25 pieces (a) at 2/- . 210 0 
os «= (b) at 1/- .. 710 0 
eee ee a oe 
OS ss cc Gee ae ce “be “a as 22 
(Being excess rates 1900 hours at 
is lee! ae cam’ an. ip. aa ee 
Being excess time 50 hours at 
eee ere eae Te 


Factory Expense Variance A/c. .. .. .. .. 50 0 0 


To Factory Expense in Process .. .. .. .. .. .. 50 
(Being idle time— 
2000 hours at 4/- .. .. .. £400 
1850 hours at 4/- .. .. .. 370 
£30 
Being increased expenses over STAN- 
DARD .. ies de Aer ee a 





LEDGER ACCOUNTS 
Materials Issued A/c. 


To Raw Materials at By Raw Materials at 
Actual .. .. £398 6 8 Standard... .... £380 

» Materials Variance 
a. os ux se 18 


£398 6 8 £398 
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Materials in Process A/c. 


To Raw Materials at By Finished Goods 
Standard...... £380 0 0 Standard ...... £360 0 0 

» Work in Process 
Standard .. .. 10 0 0 

» Material Variance 
an se ie 10 0 0 
£380 0 0 £380 0 0 

Labour in Process A/c. 

To Labour used at By Finished Goods at 
Acti .. «. .« GS 6 8 Standard .. .. £225 0 0 

» Work in Process 
Standard .. .. 650 

» Labour Variance 
Ree ae Se as 
£253 6 8 £253 6 8 

Expense in Process A/c. 

To Factory Exps. at By Finished Goods at 
Aceml .. .. .. 4 0 6 Standard .. .. £360 0 0 

» Work in Process 
Standard .. .. 10 0 0 

» Expenses Variance 
Me Sis Gant Sen 50 0 0 
£420 0 0 £420 0 0 


Materials Variance A/c. 


To Price Variations . £18 6 8 
» Excess Material 
A cis. kat > AG 10 0 0 


Labour Variance A/c. 


To Excess Rates Paid £1516 8 
a . Time Taken 65 0 


Expense Variance A/c. 
To Increased Expenses 
over Standard . £20 0 0 
a we as 30 0 0 
In connection with the foregoing example the following should 
be noted : 
1. The standards of materials, labour and expense are first set 
forth. In this case the total standard cost is 5 gns. per unit. 
2. The actual purchases made show variations in relation to 
both types of material. These variations exist both in re- 
lation to the price of the materials and to the quantity used. 
3. By debiting materials issued and crediting raw materials 
account with the materials used at actual prices, and then 
debiting materials in process account and crediting materials 
issued account with materials used at standard prices, the 
difference in the materials issued account would represent 
the variation in cost of materials used due to prices of those 
materials. 
4. Labour in process account and factory expense process ac- 
count are debited with the labour used in production at 
actual and factory expense incurred at actual respectively. 
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At the end of the period opportunity would be taken to 
transfer from the process accounts (material, labour, and 
factory expense) the completed production at standard rates. 
Where goods are only partly completed, an adjustment must 
also be made, and in this example it is assumed that 10 units 
are half completed. 

As the process accounts have been debited with actual 
materials, labour and factory expense incurred and the credit 
for finished and partly-finished goods is made out at 
standard rates, the differences must, in each case, be due to 
variations between actual and standard. 

Thus material in process account has been debited with 
actual materials used at standard rates and credited with 
standard materials at standard rates, the difference being 
£10, representing the variation between actual and standard. 
An examination would show that this variation was actually 
due to the fact that instead of 2,775 pieces of “a” material 
being used (that would be at standard quantities), actually 
2800 pieces were used, representing a difference of 25 pieces 
at the standard cost of 2/- per piece, and totalling £2/10/-. 
With “b” material, 1850 pieces should have been used as 
against 2000 actually used, representing a difference of 150 
pieces at a standard price of 1/-, totalling £7/10/-, and 
meaning a total excess materials cost of £10. 

In the case of labour, the variation in the two sides of the 
labour in process account is £22/1/8, and this is the result 
firstly, because 50 hours excess time was taken (180 units 
at 10 hours per unit equals 1800 hours and 10 units half 
completed at 5 hours would be 50 hours. totalling 1850 
hours as against a 1900 hours worked). In addition, the 
1900 hours spent on the work was at an excess rate of two- 
pence per hour throughout. The excess time, therefore, 
cost £6/5/-, and the excess rates, £15/16/8, giving the total 
variance in connection with labour at £22/1/8 as per labour 
in process account. 

In the case of factory expense, again 1850 hours should have 
been spent on the work and calculated at a standard cost of 
4/-. this would have been £370. Actuallv. the cost was 
£420 which represents the total variance of £50. An analysis 
shows that this variation would be due not only to excess 
time taken but also to extra expense incurred. It has 
already been pointed out that the total variance is £50, but 
the total extra time taken was 150 hours which, at 4/-, the 
standard rate, would mean an increase of £30. As extra time 
has amounted to only £30 of the total of £50, the balance 
must represent increased expenses over the _ standards 
allowed. It should be remembered that 180 units fully made 
and 10 units half made would mean that the budgeted pro- 
duction of 200 units would be 15 units short. These 15 
units would represent 150 hours which, at 4/- per hour 
would represent £30 in the factory expense item of short 
production. 
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Relations between Creditors and an Insolvent 
Debtor (The Docker Case) 





The following letter has been received by the Editor: 

| “With reference to Mr. W. H. Spooner’s article in the Febru- 
ary, 1939, issue of The Australian Accountant dealing with the 

judgment in the Docker case, interesting points arise from a 

banker’s point of view as indicated in the following questions, 

answers to which through your columns would be appreciated : 

1. Was the Bank required to pay £233,953/19/6 to the Trustee 
without having any claim or set-off against the estate? 

. If so, would not the result be that the estate would pay 20/- 
in the £ and show a surplus—if so, to whom would the surplus 
belong? 

. What was the nature of the act of bankruptcy committed on 
11/8/36? 

. Assuming that the Bank had not been a creditor but a debtor 
of the bankrupt would payments have been upset in the same 
way, or does Section 97 protect a banker in the case of a credit 
account ? 

. Must Section 97 be read with the immediately preceding 
Sections, or does it give protection if there is good faith even 
if there is notice of an act of bankruptcy? 

. What was the amount of the unsecured overdraft at date of 
sequestration ? 

. On page 60 it is stated that the moneys paid by Docker to the 
Bank were claimed by the Trustee, whilst on page 62 it is 
stated that the sums paid to Docker by the Bank had to be 
made good to the Trustee. What was the exact ruling on this 
point ? 

. In considering whether a party can pay 20/- in the pound, 
must cash resources be considered only, or value of assets; 
if the latter, on what basis of valuation—forced or gradual 
sale? Is the test to be ability to pay at once or if given 
reasonable time ? 

If the quotations from earlier judgments and the decisions in 
the Docker case are to be taken as final, a heavy responsibility 
is placed on bankers who often try to carry clients on through 
difficult periods when there is a prospect of working out. Where 
assets are of fluctuating value a man may appear to be insolvent 
at one stage and show a good surplus a little later. It seems that 
if circumstances prevent a recovery, and bankruptcy follows, then 
the Bank may become liable to pay dearly for trying to help a 
client. The sum payable in this case seems far beyond the amount 
by which the Bank had the overdraft reduced during the six 
months’ period called into question. Evidently the result would 
have been the same if the debt had been a secured one, as the 
Bank seems to have been held responsible for dealings with Docker 
after an act of bankruptcy had been committed.” 

The enquiry was referred to Mr. W. H. Spooner, who has 
answered it as follows: 
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The judgment in this case was a very lengthy one, containing § (8) 
a good deal of what, to the layman, is intricate law. In my 
original article I aimed at providing no more than a summary 
which would direct attention to the general principles involved. 
A detailed analysis could be made only by a lawyer. The follow-§ 


ing is my endeavour to reply to the points raised: 


(1) No. The Court decided that the Bank had received thej 
amount involved in preference to other creditors. The Court 
accordingly ordered that the Bank repay the amount and 
thus forgo the preference. Having made the repayment 
the Bank was then entitled to prove against the estate for 
the amount thereof. 

(2) No. See answer to question (1). 

(3) “A transfer of property” (which includes a payment of 
money) “which would be void as a preference . . . if he 
became bankrupt” (Section 52 (c)). 

(4) If the Bank had been a debtor of the bankrupt at the date of 
the sequestration order and at all other material times it 
would have no other alternative than to account to the Official 
Receiver for the property of the bankrupt. The question 
of a preference, however, might still arise depending upon 
the circumstances. 

(5) Another contributor in a previous issue of the journal raised 
the same point and I prevailed upon my legal adviser to 
answer it for me. The answer, in effect, is that there can 
be no safety where a banker or creditor has notice of an | 
available act of bankruptcy. 

(6) £15,829/16/2. g (b) 

(7) The claim upon which the Trustee succeeded was that the fj 
Trustee was entitled to the benefit of all deposits made by | 
Docker to his banking account from the commencement of § 
the bankruptcy. The bankruptcy, it will be remembered, j 
dated back to the first available act of bankruptcy. The legal TI} 
principle involved is that a bankrupt has no power to deal §*"° 
with his assets. From the time that he is bankrupt assets 
which come into his hands really belong to the Official 
Receiver or Trustee in Bankruptcy, even though such Official 
Receiver or Trustee is not appointed until the sequestration} T! 
order is made. The effect of the decision was, therefore, that §§ 1914 
the Bank should have known that the deposits did not belong the s 
to Docker but to his Trustee, who was then yet to have been jj treat: 
appointed. They were, accordingly, ordered to account for [limite 
such deposits to the Trustee. The question naturally arises Th 
as to whether the Bank could not deduct from such deposits § ment 
the withdrawals which Docker made upon his account. The and « 
Bank was not allowed to do this, because Docker had no jm ‘reati 
assets, they having been deemed to have passed to his Trustee. the p 
The Court also held that the Bank was not entitled to claim} Th 
any set-off or mutual credit from 11th August, 1936, onwards § Sourc 
and further that the Bank could not claim the benefit of § Bank 

Sections 96, 96a or 97. 
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(8) The wording of Section 95 is: “. . . any person unable to pay 


his debts as they become due from his own money.” The 
note upon these words in McDonald, Henry and Meek’s 
Australian Bankruptcy Law and Practice is as follows: 


These words mean that the debtor must at the time in question have 
had sufficient cash in hand, or been able to obtain, by sale of pledge 
of his available assets, command of sufficient money to satisfy all 
debts that were anticipated to fall due and become ascertained in the 
reasonably immediate future. 

In considering a man’s financial position so as to ascertain whether 
he is so financially embarrassed as to be regarded as a person unable 
to pay his debts as the same become due, one has to look at all the 
surrounding circumstances of the case, the nature of his trade or 
business, the manner or method of payment of debts in that trade or 
business, the time when the proceeds of such trade or business will 
be forthcoming, the manner or method of obtaining credit, and the 
nature of the assets, and perhaps several other matters. 

It is not sufficient that the debtor, giverr time to realise his assets, 
would be able to pay twenty shillings in the pound. 

The word “debts” includes any liabilities that would have been 
provable in bankruptcy if the debtor had been adjudicated bankrupt 
at the time in question. 


The following observations are made upon the concluding 
general paragraph: 
(a) There is no general difference in the position of a banker, 


a general merchant or a private person. All three parties 

have frequently to make a decision as to what course will be 

adopted in the circumstances mentioned. If they act bona 

fide under Sections 95, 96, 96a or 97 they are protected; 
and 


' (b) I doubt whether the last sentence is correct. The legal 


position is different where a creditor holds a valid security. 





Book Reviews 


The Principles of the Law of Bankruptcy and Deeds of Arrange- 


ment (Second Edition): Potter, Adams, Dickson: Butter- 
worths, London, March, 1939. Pp. 355. Published price, 
15/6. 


The text of this book is based on the English Bankruptcy Acts 
1914 and 1926 and Deeds of Arrangement Act 1914, although 
the subject matter relates mostly to the firstmentioned Acts as the 
treatment of the provisions of the Deeds of Arrangement Act is 
limited to one short chapter of 17 pages. 

The authors have achieved considerable success in their arrange- 
ment of the book as they have wisely selected for special emphasis 
and detailed explanation the basic principles of bankruptcy law, 
treating them in the same order as they would normally arise in 
the practical administration of estates. 

The general theme of the book is based on the fact that the 
source of bankruptcy law is to be discovered not only in the 
Bankruptcy Acts and Rules but in the decisions of the Courts 
of law which, inter alia, are required to decide a wide variety of 
difficult problems affecting the proof of debts by creditors and. 
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the administration of the bankrupt’s property. The authors have, 
therefore, not attempted to annotate the provisions of the Acts 
but instead have undertaken the difficult task of blending the 
relevant statutory provisions with the principles of administration 
laid down by the Courts from time to time. 

The generous length of the chapters dealing with the Appoint- 
ment, Powers and Duties of Trustees and Committees of Inspec- 
tion (c. 5), Relation Back (c. 6), Property Divisible among 
Creditors (c. 7), Property not Vested in the Bankrupt at 
Adjudication (c. 8), Management of the Bankrupt’s Property 
(c. 9) and Proof of Debts (c. 10), has permitted a comprehen- 


sive, well-balanced treatment of these important subjects in which J 


the whole of the relevant statutory provisions collected from the 


various parts of the Acts and Rules are explained in logical 9 


sequence and the explanations enforced by carefully selected 
extracts from appropriate judgments of the Court. 
The book is essentially one dealing with basic principles and, 
for this reason, it will have a wide appeal to persons interested 
in either the study or practice of Bankruptcy Law. 
Unfortunately, the book will have only a limited use in Aus- 


tralia, because in many important respects the provisions of the § 


Commonwealth Bankruptcy Act are different from the relevant 
provisions in the English Bankruptcy Act, notably the procedure 
by which the debtor is adjudicated bankrupt, the priority claims, 
undue preferences and several other procedural matters. 


Norman S. Younc. 





Papers on Accounting Principles and Procedure: Presented at 


the 51st Annual Meeting of the American Institute of Accountants: | 


The American Institute of Accountants, New York: Pp. vii + § 
252: Price, $1.00. 


To mark the occasion of the 51st annual meeting of the American | 
Institute, which was held in Cincinnati in September, 1938, a large | 


number of technical papers on a variety of accounting topics was § 


delivered. The papers have now been published under the above | 


title. The wide range of the topics dealt with is indicated by the § 
following summary: Discussion of A Statement of Accounting | 


Principles (10 papers and an introduction by G. O. May), 


Relationships between Legal and Accounting Concepts (4 papers), 4 


Accountants’ Certificates (5 papers and an introduction by G. 


Bailey), The Revenue Act of 1938 (4 papers and an introduction q 
by Victor H. Stempf), Problems in the Social Security Act (4 7 
papers and an introduction by H. C. Anderson), Modern Develop- § 


ments in Costs, Budgets, and Control (2 papers and an introduction § 
by J. Brooks Heckert), Building and Loan Accounting (4 papers | 
and an introduction by Frank S. Glendening), The Future of the 
Certified Public Accountant (3 papers and an introduction by 
Gordon S. Battelle), Machine Accounting (10 papers and an in- 
troduction by Berl G. Graham), and Accountancy Examinations 
and Professional Training (3 papers). 

Surprisingly little of the discussion is of purely local interest. 
Even the papers on the Revenue Act contain interesting acai i 


sions on universally applicable principles of taxation. and by far 
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the greater part of the other papers deals with accountancy topics 
which sooner or later must be considered wherever accountancy 
is practised. 

If one may judge from this volume and from a previous pub- 
lication distributed by the American Institute (A Statement of Ac- 
counting Principles, by T. H. Sanders, H. R. Hatfield, and Under- 
hill Moore, which was reviewed in The Australian Accountant for 
March, 1938 at pp. 102 and ff) the minds of accountants in U.S.A. 
are, to an increasing extent, becoming concentrated on attempts to 
define and state principles of accounting. Indeed, the programme 
of papers at the meeting, in the words of the Foreword to the 
volume, culminated in a general session at which ten representative 
accountants discussed the subject of Accounting Principles. 

These papers are certainly amongst the most interesting and 
valuable of the many good things that the volume contains. Thev 
include discussions on Uniformity in Accounting (Walter A. 
Staub), Adjustments of Fixed Assets (Henry T. Chamberlain), 
Principles of Depreciation (Paul Grady), Valuation of Fixed 
Assets and Principles Related to Write-ups and Write-ins (Jacob 
B. Taylor), Principles Related to Inventory Valuation (J. Chester 
Crandell), Principles Related to Deferred Charges and Prepaid 
Expenses (W. A. Paton), Charges against Surplus (Warren W. 
Nissley), and Some Debated Issues on Consolidated Financial 
Statements (E. L. Kohler). 

In recent years, I have read a great deal of American accounting 
literature, and have come to regard certain features as characteris- 
tic of American accountancy writers and lecturers. They show an 
evident tendency to search for fundamental truths and to decline 
to accept conventions as entitled to the status of principles merely 
because those conventions have been practised for a long time. 
They have, moreover—and this makes them easy and pleasant 
reading—an ear for the telling phrase and an enviable faculty for 
apt illustration. In these respects, the present volume is in the best 
American tradition. Space limitations preclude all but one example. 
Discussing the desirability that reforms in accounting practice 
should be carried out by the profession rather than forced upon 
accountants, Mr. J. B. Taylor drew attention to a comment by 
Judge Healey, of the Securities and Exchange Commission, on 
sharp practices in invoking legal technicalities to defeat reasonable 
regulation. The comment was: “Practices such as these menace 
the welfare of capitalism. Those responsible for them should 
take heed lest in winning too many such battles they lose the war.” 

There is, in this volume, a wealth of stimulus to accounting 
thought. There is also some provocation. For example, can 
conservatism properly be regarded as a principle of accounting, as 
Mr. J. Chester Crandell claims in his paper on Inventory Valua- 
tion? But stimulating or provocative, they are always interesting 
and are a fitting accompaniment of the important occasion in the 
history of the accountancy profession which they were intended to 
mark. I confidently recommend the volume to Australian 
accountants as one which they should not miss. 


A. A. FitzGERALp. 
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Correspondence 





ACCOUNTANTS’ CHARGES 
A Victorian correspondent writes: 
The interesting case, Burman v. Woolf, commented upon by 
Mr. J. A. L. Gunn in the January issue of The Australian Accoun- 


tant officially emphasises what most practising accountants have § 


known for a long time, viz., the comparatively little value of the 
Accountants Institutes’ Scale of Fees. Ordinary suburban medi- 
cal practitioners charge upwards from £2/2/- per hour, solicitors 
the same; architects’ fees are recognised at 6%, surveyors’ fees 
are standardised, but notwithstanding the efforts of the various 
Accountants’ Institutes, the members of their profession are often 
compelled to take what they can get. In the case in question, 
the clerk for whom the Court found it difficult to justify an hourly 
allowance of 10/6 is rated at 10/6 to 15/- per hour, and the 
charge of 2/- an hour for the typiste (the scale prescribes 5/- to 
7/6) was considered too high. The reason in each case was stated 
to be that the salary paid was considerably under the amounts 
charged. 

Clients invariably overlook the fact that the scale charges are 


so based as to provide for lost time, payment for holidays, sick | 


leave, stationery (quite an item in a lengthy report and accom- 
panying financial statements), replacement of typewriters, tele- 
phone rent and calls (which surprisingly mount up), fares, 


Institute fees, and a host of other office expenses. No public § 
accountant or the members of his staff are engaged in productive | 


work for every hour of the day for a full working week such as is 
the case in, say, a manufacturing concern, yet many clients persist 
in mentally calculating that at £1/1/- per hour the public accoun- 
tant is himself earning 38 guineas a week and his staff propor- 
tionately less for him. 

Pianos used to be imported at a landed cost into retail shops 
for £25 to £35 and sold to the public for from £80 to £100. Furni- 
ture is being sold for about double the factory cost, jewellery and 
other things the same, yet no one seems to invoke the aid of the 
Courts to try to cut down the retail prices on the grounds “that 
the cost of the articles was so little.” By what reasoning, then, 
can it be logical to assume that the charges for a fully qualified 
senior clerk and a competent typiste are too much simply because 
the salaries they receive are so much less? 

There are strong Institutes of Accountants operating through- 
out Australia. In their efforts to lift the profession of accoun- 
tancy higher and higher they seem to be mainly concerned with 
the academic qualifications of their members, and with their 
capacity to serve their clients. Their work cannot be regarded 
as complete unless at the same time they see to it that their 
members’ remuneration is adequate, and when earned, safe- 
guarded. Many public accountants have suffered loss of well and 
properly earned fees because of the knowledge that the vaunted 
‘Scale of Fees prescribed is not acceptable to a Court of Law. 
That may be the reason why so seldom action for recovery of fees 


takes place. 
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Material Control 


(A series of talks delivered to the N.S.W. Division of the 
Australasian Institute of Cost Accountants) 


MATERIAL AND STANDARD COSTS 
By G. H. Gregory 


Material is one of the three main elements which comprise 
Standard Costs. A Standard Cost is a predetermined cost, there- 
fore, the material indicated therein is no more or less than an 
estimate by the departmental foreman or supervisor of the actual 
material which will be consumed, including waste, in effectively 
and economically producing the units of goods or indent covered 
by the cost card. 

To control the purchase price of material is more a matter for 
the office than for the factory, so it is usual for the cost accountant 
to arrange in his records that the material which leaves the raw 
material control rooms is issued to the factory department at a 
standard value. Any variation between the standard value and 
the actual cost will be controlled in the raw material store 
records, and the difference debited or credited to an account called 
“profit or loss on the purchase price of material against 
standard.” This account will indicate the degree of efficiency 
in buying as distinct from the degree of efficiency in usage. 

When the raw material is received into the factory departments 
it is, so far as the books are concerned, entered into the debit of a 
material consumed account in the cost ledger. As it does not 
necessarily mean that the material issued in any given period 
corresponds exactly with usage in production, it is necessary to 
have stock taken of the raw material in the factory sections as 
often as the actual consumption figure is needed. It is apparent 
to you that as the stock at start and finish is valued and priced at 
the standard value previously referred to, and the debit to the 
account represents issues at the same price, then the difference is 
the consumption of material at standard cost, which is transferred 
from this account to the debit side of the variance account in the 
material element. 

A variance account for standard cost accounting control pur- 
poses is the account which records for each factory section the 
gain or loss against standard. On the debit side we have the 
actual quantity of material consumed at standard cost, and on the 
credit side, so far as the material is concerned, the standard 
quantity consumed at standard cost. The variation here is the 
gain or loss on the usage of material as distinct from any gain or 
loss on the purchase of it, so that the responsibility for each factor 
contributing to the material element, up to a stage where the goods 
are completed and stand as work in process or finished goods in 
the factory, can fall on the parties responsible. 

For cost accounting purposes, material very often refers to 
more than the actual raw material content in production. There 
are sundry materials which contribute to and assist in the usage 
of what is strictly referred to as raw material. The reason for 
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keeping these classes separate is that standards are seldom set to 
extend fully to the items classed as sundry materials as the amount 
of work involved would not be warranted in the results to be 
obtained. 

In standard process cost accounting, the amount of material, 
sundry material, labour, and overhead, all become the material 
cost into a subsequent full department, and by this means, the cost 
is built up from the first stage when it enters the factory until it 
is ready tor delivery as a completed article into the warehouse or 
selling organisation. 

In the financial books of account, where a system of standard 
costs is in operation, material is valued at either actual or standard 
according to its location in the factory, for instance :— 

Raw material appears as a balance in raw material control 
account, and is at actual cost. Material in the factory sections 
not consumed at the end of each intermediate period appears 
as a balance on material consumed account in the cost ledger, 
and is at standard cost. The material included in work in 
process stocks and finished stocks is also at standard. 

Material which must necessarily be wasted in production should 
be included in the amount represented on the cost card to cover 
the predetermined cost of material. Factory foremen are far 
too apt to add to the quantity of material an amount or percentage 
to cover waste. This course is not to be recommended, the 
actual garment or work to be prepared should be followed through 
its complete processes before the details are supplied by the 
factory to the office for costings and for quoting purposes. 

Material wasted and written off as junk should not be charged 
into costs. It is usual to record this type of loss in an account 
called “losses due to junk,” when preparing the schedules, and 
this amount then becomes a charge against the margin created over 
and above cost up to the selling price. If outgoings such as these 
were not handled in this way the true cost of production on articles 
actually produced would not be reflected in the control schedules 
prepared and submitted by the cost accountant. 

It should be borne in mind that as material values vary so 
considerably it may be necessary to alter considerably the value 
at which it is taken into account on the cost card. This matter is 
very suitably handled through the use of current cost cards, which 
incorporate all the latest information, and they are used for 
quoting purposes. These current costs are subsidiary to the 
standard cost card upon which all book entries are based, so that 
the extent to which there is a variation in any one of the elements 
of cost as between the two cards will have the effect, so far as the 
books of account are concerned, either to increase or decrease the 
manufacturing gain or loss at the expense of the margin which 
the selling section indicates they can recover. 

The alteration of material values during the currency of a cost 
card, and therefore, during the currency of the production of a 
certain style or article, could affect the profits indicated if all the 
stock, when manufactured, was not immediately sold. For 


instance, a drop in the price of material would have the effect of | 
reducing the value of material in all the garments unsold at § 
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balance date, because, as we have already indicated, the finished 
stocks would ordinarily be valued at standard cost, and this 
amount includes a cost which is actually greater than actual cost, 
so that profits may be inflated to this extent. Because of this fact, 
it is always necessary, where standard cost accounting is in 
operation, to value stocks on hand of finished goods, and work in 
process for the balance sheet according to the indications of the 
current cost cards in addition to the standard cost, the latter being 
necessary in order to prove the clerical accuracy of the book 
results. 


REQUISITIONING AND RELEASING MATERIAL 
By W. L. Harbutt 


Too great care cannot be given to the issuing of materials and 
the correct recording of their release. In a concern of any size, 
some hundreds of items are handled daily, and the system which 
does not provide for the necessary records to be made easily and 
quickly, will very soon bring about a state of confusion in the 
stock records. On the other hand, if the handling of materials and 
the completing of records can be carried out readily and accurately, 
the benefits are felt directly and indirectly by all departments 
concerned. 

The principles governing stock issues are the same for all 
organisations. Certain points call for strict observance and cannot 
be overlooked or handled lightly. 


Firstly: Authority for drawing materials will be limited. It 
will be placed in the hands of certain persons only, and in many 
cases, apply to certain materials only. Furthermore, these 
individuals’ authority to allocate charges will be confined to their 
own spheres of control and quite probably be only certain accounts 
in those departments. It may, and frequently does happen that 
the allocation of charges is completely controlled by the costing or 
accounts department. 


Secondly: Authority to stores department to issue material will 
be controlled. 

Before any material is issued a correct authorization form will 
be received. The authorization form will show quantity and type 
of material: job, operation, batch, or account to be charged: and 
signature of authorising officer. No material will be issued 
without an authorization slip correctly filled in. 

Under special circumstances, the stores department might be 
holding bills of material for certain jobs or batches of jobs. In 
such cases, where an authorization slip refers to that group of jobs, 
reference would be made, before any material was issued, to 
ensure that the quantity authorised was not being exceeded. 


Thirdly: Records of Issue—All material issued will be recurded 
on requisition forms with full particulars before issue. Job 
number, quantity, description, and identification numbers will be 
recorded and the entry signed by the employee receiving the 
material. Forms can be handled in blocks of 100 or in any other 
suitable quantity, and would be in duplicate or triplicate, as 
required. 
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If bin stock cards are considered necessary, the bin stock card 
will be marked off as the stock is removed. Otherwise, office stock 
records will be altered from the requisition sheet. 

Separate requisition sheets will be allotted to different depart- 
ments and functions. Where two or more departments are 
operating, or, where entries of a similar item are of a repetition 
nature, it will be found convenient to allot a separate requisition 
sheet to each. For example, one sheet for miscellaneous small 
tools in a mass production shop, one sheet for oils and greases, 
one for expense items. 

Where the items are finally charged to separate ledger accounts, 
it saves time and clerical work later, to allot a separate sheet for 
each account, e.g., body production purchases, assembly purchases, 
service station purchases. 

Experience is the best guide as to how a system best serves its 
purpose. 

Fourthly: Handling Material——Stock handling and_ store 
methods is a subject on its own. The following points, however, 
will be found to be worth study and application. 

The store will be conveniently located. If necessary, a central 
store can feed to departmental or subsidiary stores, in which case, 
circumstances will decide whether the whole should be under one 
head storeman and regarded as one stock, or, whether the sub- 
sidiary stores operate as independent units requisitioning from 
the central store as they require stocks. 

Stores should have ample counters and avoid congestion both 
inside and outside the store. Stocks should be binned and easily 


accessible, quick moving lines closest to delivery counters, slow | 


moving lines further away. 

Where bulk items or groups of items are required, time can be 
saved by arranging for advice to the store being given in advance. 
Where regular quantities of materials can be anticipated, it will 
pay sometimes to arrange for the issue to be made at regular 
periods. This practice allows the stores department to draw and 
prepare for requirements in otherwise slack times, and so avoid 
inefficiency due to haste under pressure. 


MATERIAL CLASSIFICATIONS 
By R. J. Kelly 


The preparation of stock ledgers and bin cards usually involves 
an immense amount of detail in the posting of both quantities and 
values. Stock ledgers are kept in the office, while bin cards 
showing quantities only, are kept by the storeman. At the in- 
ventory date, it is not unusual to find that the balances shown by 
these two records are different. It then involves a great amount 
of time checking the entries on both of these records to reconcile 
the differences. Finally, adjustments are made to write off those 
that are unexplained so that the final balance of both records 
are in agreement. 

One sometimes wonders why all this time is spent on investi- 
gating differences, when it is known that finally adjustments will 
be made to harmonise the two records. 
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It seems that the more logical approach to the matter would be 

to make the adjustments in the first place and forget about the 
investigation of the difference. 

It may be contended that to follow such a course would be to 
sacrifice control of raw material stocks. But when the balances 
at any date of these two vital records disagree, it may be asked 
whether any real control of raw material stocks does in fact exist. 

The following is a brief outline of a method of control of 
materials with the use of material classifications which has 
recently been introduced into our organisation. The detail postings 
in the stock ledger are eliminated, and storemen must account for 
value according to classification accounts. 

Although four stores are controlled with approximately 3000 
different items, only one hundred classifications are used. 

The first step was to classify the materials in each store, group- 
ing into a single classification those commodities which had a 
definite relationship and were likely to be affected by the same 
price factors. Each item was symbolised numerically under the 
classification in which it was grouped. 

Bin cards were opened for each item and show, in addition to its 
name, its classification and symbol, and its standard price. Bin 
cards were filed in symbol order in classifications. This file is 
referred to as the stores ledger. 

A control card was opened for each classification and filed in 
front of each group in the stores ledger. 

A stock on hand account and a buying variance account for each 
classification was opened in the factory ledger. 

When goods are received, the invoice is marked with the classi- 
fication and symbol as well as the standard price and standard 
value. 

The quantity only is posted to the debit of the appropriate bin 
card. 

Each store has a “schedule of receipts,” in which are entered 
classifications and symbols, standard values and actual values, as 
shown on invoices. 

On the schedule of receipts, summaries by classification are made 
of both standard and actual values. The difference between the 
values for each classification is shown as a buying variation. 

The total of each classification is debited to the appropriate 
classification control card in the bin ledger at standard values only. 

In the office, a corresponding entry is made to the similar stock 
on hand classification account in the factory ledger also at standard 
value, the variance being debited or credited to the buying variance 
classification account. 

It is essential to ensure that the total purchases for the month 
as shown in the purchase journal, agree with the total purchases 
posted to the factory ledger stock on hand classification account, 
plus or minus buying variance classification accounts. 

Requisitions are marked with the classification and symbol of 
the material issued, and its standard value. The stores ledger 
clerk credits the individual bin cards, only with the quantity 
released. 
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On a schedule of issues are shown the requisition numbers, the 
classifications and symbols and the standard values. The schedule 
is summarised according to classifications. The stores ledger clerk 
posts the total standard value issued against each classification. In 
the factory ledger also a credit is made to each stock on hand 
classification account. 

The postings to the classification control card in the stores 
ledger are identical with the postings to the stock on hand classi- 
fication account for the same classification in the factory ledger. 

These accounts must be in agreement, and if the quantities shown 
on the bin cards in any classification are extracted and extended 
at standard value, it should agree with the value of the balance 
on the stores ledger classification control card as well as that on 
the stock on hand classification account in the factory ledger. 

A physical check of bin card balances can be made for all or 
some of the items covered by the classifications. In this manner 
we can ensure that the bin cards do actually show the stock on 
hand. 

With this plan we have avoided detailed postings of values by 
the storeman and detailed postings of both values and quantities 
by the office. 

At the same time we have assurance that— 


1. The stock in the bins is in agreement with the balances shown 
on the store bin cards. 

2. The balances of all bin cards in each classification when 
valued are in agreement with the classification control 
accounts kept by the storeman. 3 
All classification control accounts kept by the storeman are § 
in agreement with the control accounts kept by the office in J 
the factory ledger. % 
In the monthly balance sheet prepared from the factory § 
ledger that the balances shown for raw material stocks | 
accounts are in fact represented by stocks in the store. 


Stock TURNOVER 
By G. Wright 


In any enterprise, whether distributive or creative, the turnover 
of material inventories depends entirely upon two factors, viz., the 
amount of usage, and the time required for replacement. 

The desirable condition would be that orders from customers 
could be met by requisitioning from the suppliers for immediate 
delivery to the customers ; in such circumstances, with no inventory 
investment, not one sale should be lost by tardy delivery service. 
Not many firms operate under such ideal conditions, but it is 
obvious that any enterprise would have advantages in earning 
profits if it were able to operate so. Unfortunately, it is generally 
experienced that inventories, more or less substantial from the 
viewpoint of capital investment, are a necessary evil. 

It is necessary that an enterprise furnish profits enough to 
return sufficient recompense to the proprietors for capital invested 
after meeting interest charges on borrowed funds. Profits should 
be considered a first cost, and since the profits required are governed J 
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necessarily by the capital invested, it naturally follows, that if 
inventory control through increased turnover of stocks can reduce 
the capital investment needed for a given volume of throughput, 
then favourable results should become more profitable. 

The number of times that material inventories are used in any 
period of time reflects a measure of the success of management, 
but it is true only to the extent of the efficiency which could be 
obtained and which is usually achieved in enterprises operating 
under similar conditions. or instance, in the same industry the 
turnover of various classes of stocks should be relative, but the 
results for a foundry could not be sensibly related to the turnover 
ratios of a rubber manufacturing firm. 

Inventories are influenced by trading conditions, and are 
broadly considered in two main groups, viz., raw materials, and 
finished goods. Ratios of turnover for these two groups are 
usually and satisfactorily expressed as: 

Value of raw material issued. 
Raw Material Average value of raw material 
inventories. 


Value of finished goods sold at 
Warehouse cost 


Average value of finished goods 
inventories. 








Finished Goods 


The turnover of raw materials is affected by the source and 
continuity of supply. If materials could be obtained locally ex 


warehouse stocks or at short notice from manufacturers, it should 
be possible to operate on a minimum reserve to the working stocks. 
On the other hand, the source of supply could be overseas, even 
of foreign origin, and the continuity of supply uncertain, due to 
fluctuating market demands, to political changes or many other 
reasons and it may be necessary to place long-term contracts as 
well as to establish large reserve buffer stocks in order to be 
assured of supplies. Between the two extremes mentioned, one 
can imagine an endless variety of conditions which could be 
experienced. 

Totally independent of the raw materials problems, the finished 
goods turnover is affected by other considerations. Goods re- 
quired for almost immediate resale or manufactured against 
orders for delivery to a customer, normally result in the inventories 
being promptly cleared, and the cash returns being made available 
for financing further transactions; the other extreme concerns 
goods sold on a short seasonal cycle whilst the manufacturing 
programme is spread throughout the year on an even flow. Whilst 
turnover of inventories may be accelerated by judicious advertising 
and aggressive selling outside the regular seasonal selling cycle, 
one could appreciate that the volume of sales may return sufficient 
gross profit margin adequately to compensate for any such 
extreme conditions cven without corrective action being taken. 

So far, the conditions of operating inventory control as related 
to the speed of usage and the replacement time cycle have been 
discussed; these matters should be defined by management as 
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policy, and stock movements should be regulated strictly in accor- 
dance with that policy. There are other conditions of inventories, 
however, which seem to be ever-recurring, and are due to defective 
and inefficient control, and affect the turnover ratios adversely. 
In raw material stocks it is frequently found that: 


1. Styles have changed in manufacture, leaving raw materials 
undrawn upon; and 

2. There are excess stocks due to overbuying ; and 

3. Material is rejected as being unsuitable and is allowed to 
stagnate without efforts being made to dispose of it. 

In finished goods stocks it is not unusual to find that: 

1. Products have deteriorated in warehouse storage by reason 
of not being sold within a reasonable period. 

2. Where seasonal selling is the practice, it is common to find 
stock aged two or more sales cycles. 

3. Fashion or technical changes have made it impossible to 
market some production groups, although the stock is of 
recent manufacture. 


It is necessary to mention the important part that budgeting and 
production control can serve in developing and determining in- 
ventory policies and practices. Budgets for sales and manufacture, 
if assessed on a programme suitable to the needs of the business, 
will enable purchases to be made at the price and quality desired, 
and for delivery at convenient times to suit manufacturing 
requirements, without unduly disturbing the finances or storage 
facilities of the business. If carefully and wisely performed, 
budgeting can be, as in other control functions, of the greatest 
help in determining an inventory policy based on production 
forecasts ; too often buying policies are either of a hand-to-mouth 
nature, which usually proves expensive, or are based on past per- 
formance, which is sometimes a most unreliable guide to the 
future. 

Production control can function to advantage by simplifying and 
standardising product groups to use the same basic materials as 
far as may be possible, and by predetermining specifications for 
material quantities and processing requirements, and this should 
enable the necessary quantities of suitable materials to be pur- 
chased. Production control can also help by investigating and 
predetermining processing technique so that defective work can 
be minimised and thereby conserve raw materials. 

In concluding this short outline of a very important phase of 
material control, it may be said that the circumstances of each 
enterprise will determine the economic limits to which an accelera- 
tion of inventory turnover can be practised. 


MAXIMUM AND MINIMUM STOCKS 
By N. H. Rose 


Methods of arriving at a reasonable maximum and minimum 
stock figure have always been a very vexed question, by reason of 
the fact that it is impossible for any person to forecast require- 
ments accurately. 
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A number of points make for uncertainty, amongst them being, 
the fickleness of the buying public, changes in policy by the 
management, and unexpected quantities and types of material to 
meet emergency demands such as may arise from the failure of 
material previously sold or used. 

By reason of these and other conditions, the handling of 
maximum and minimum stocks is no simple matter. The result 
of the inability of the human element alone to cope with the 
situation has resulted in a system of compromise, based, partly on 
past usage, and partly, in forecasting future requirements in the 
light of known factors. 

Trading conditions in every business vary from time to time. 
However, by taking past trading experience a usage rate per month 
can be arrived at, and where there is no indication of altered 
conditions for the future, this usage rate may be considered as the 
minimum stock to carry. In doing so, however, some thought must 
be given to the availability of future supplies, i.e., where stock has 
to be imported and takes some months to arrive, obviously, the 
contingency of late arrival of shipments and the like must be 
taken care of. Therefore, a minimum stock in the case of over- 
seas purchases would be set at a higher level than the case of 
purchases of local manufacture obtainable practically at call. 

In the case of maximum stock, this should always be set at a 
figure which ensures against overstock, and the possible eventual 
obsolescence write-off or mark-down for clearance. 

It is assumed that most businesses place monthly stock orders to 
cover estimated requirements, and if the system of regular monthly 
orders is operated it helps considerably to keep a reasonable 
balance of minimum and maximum stock, no matter how far away 
the supply may be. 

It is known, however, that some businesses, even large ones, are 
very irregular in order placing, and when such is the case it must 
unbalance considerably the maximum and minimum stock figures, 
with obvious results. 

Maximum and minimum stock systems are not so necessary in 
some businesses as in others. For instance, there are many lines 
which are purchased with a view to selling quickly and without 
repetition. Hence it is a quick buy and sell, and would not be 
worth recording, and if the buyer finds that any of these purchases 
are slow-moving, he has a sale or some other method of moving 
the stock. 

On the other hand, however, and this particularly applies in 
engineering businesses, stores department must stock against 
contingencies, for it is not known just what part of a machine is 
likely to breakdown and require replacement. 

There must be a considerable amount of forecasting in businesses 
of this nature, as it is found very often there is a run on a line 
which has given trouble, and the trouble is eventually corrected 
by the engineers. Therefore, if in these cases the storekeeper or 
buyer based even his minimum stock on past usage, he may find 
himself loaded with stock which would be very slow-moving. 

On the other hand, he may find himself short in the event of 
unforeseeable troubles. 
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Therefore, in the engineering trades, in many cases, the minimum 
can be based on past usage consistent with current events and the 
maximum on future possible usage consistent with practical know- 
ledge of possible breakdowns, and this, unfortunately, is where 
the human element comes in. 

Obsolescence write-off in all stores is one of the main things to 
be guarded against, and by having a reasonably balanced minimum 
and maximum stock, the buyer can be guided and the proprietor 
reasonably protected. 

There is no set rule which can be applied generally for all types 
of businesses. However, the same principles can apply throughout, 
although methods of application will vary considerably. 

[For the benefit of those present, Mr. Rose exhibited a set of 
cards showing the method in which, under the visible system, 
maximum and minimum stocks can be operated in conjunction 
with the whole system of stock recording, including signals for low 
and high stock which must be operated in conjunction with 
maximum and minimum figures. ] 

If the question arise, “What should be done in the case of initial 
ordering where an article has not been purchased or marketed 
previously?” then, of course, there is no system of maximum and 
minimum stocks to guide the buyer, and, therefore, it becomes at 
that stage a matter of his knowledge of the potential market, but 
he should immediately set the maximum stock to be carried and 
the minimum can be set after the first few months selling. 

Of course, the buyer can be guided by the maximum and 
minimum as applied, and also usage, to similar lines in the past, 
but that again is a matter of buyer’s judgment. 

A stores department, operating a maximum and minimum stock 
record, makes it not only much easier for the buyer to perform a 
function in the organisation on sound principles, but also gives him 
records to work on in regard to seasonal sales which are most 
important in many businesses. 

It is not uncommon for a firm to be heavily stocked with articles 
during a season when these articles do not sell readily, and when 
the selling season comes along to be close to running out of stock. 
The result is that they have a heavy inventory on which interest 
has to be paid when business is least brisk, and the danger of loss 
of sales and profit during the selling season. 

This can be controlled through maximum and minimum stock 
records, by charting the previous season’s stock movements month 
by month. 

It is understood, of course, that in the operation of maximum 
and minimum stock, the operative is responsible for regularly 
advising the buyer of the proximity of low stock before the stock 
actually hits the mark, and also advises immediately stock reaches 
or is approaching the maximuin figure. 

This is controlled by signals in the visible type of stock cards, 
so that the buyer may, at will, quickly run through the cards and 
pick out the danger signals as they have been recorded by the 
operative, and then act accordingly. 

However, it is never desirable for the operative to leave the 
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check to the buyer, but the operative should, in addition to signal- 
ling, forward to the buyer daily a report of stock condition. 

Concluding, accurate records of past usage, coupled with intel- 
ligent forecasting, make the foundation of maximum and minimum 
stock figures. 


MATERIAL INEFFICIENCY IN Jos CosTING 
By E. S. Jackson 


Any inefficiency in the use of material must come under the 
classification of avoidable waste, and avoidable waste is either dead 
loss to the manufacturer, or an addition to the price charged to the 
customer. Modern trading conditions usually makes the latter 
impossible so that those in control of production must use every 
endeavour to reduce this loss to an absolute minimum. 

Unfortunately, in some cases, employees endeavour to get past. 
or break down, whatever methods are devised to control waste; I 
might add also that foremen and even executives have been guilty 
of the same practice. 

A number of instances comes to my mind regarding this point, 
one in particular being outstanding: An organisation with a 
workshop doing quite a large turnover in repair work, mostly on a 
flat rate or quotation basis, which also carried out a considerable 
amount of work for other departments, had in use the usual 
system of interdepartmental orders and invoices, the invoice 
charge being fixed at a certain percentage on cost. Labour and 
material on the invoices were shown separately but in total only. 
The items of material were not specified. These invoices were 
examined and passed by each departmental head, who had to rely 
on his own estimation as to the correctness of the charge. One 
particular invoice in respect to an I.D. order, for unspecified 
general adjustments to a machine, appeared to be particularly 
excessive, and after an examination of the job card had been made, 
it was found that quite a varied assortment of material had been 
charged which could not possibly have been used in the work 
carried out. It was then discovered that it had been a common 
practice to charge any excess material caused by spoilage or errors 
in quotations in respect to customers’ jobs to I.D. jobs, in order 
that each customers’ job card would show as near as possible the 
predetermined percentage of profit required. 

Control of avoidable waste must not be confined to the workshop 
alone but should operate through the various stages of: 

(a) Purchasing 

(b) Storing and Issuing 

(c) Use in Manufacture 

(d) Recovery of Any Usable Residues. 


The system in each industry may vary in detail, but the principles 
remain the same. 

The industries which present the most difficulties are those en- 
gaged in special order or repair work, because the materials 
required for each particular job may vary in regard to class, type 
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and quantity, therefore, in these industries it is necessary to get a 
starting point from which the control can be effective. 

Under old and obsolete methods which are still widely used, 
the foreman issues a requisition on the store for the materials 
required, which may be more or less than the quantities needed for 
that particular job. Very frequently, even after a critical examina- 
tion of the cost sheets when the job has been completed, it is 
impossible to ascertain whether there has been any waste in 
material or not, and although the percentage of profit on each job 
may appear satisfactory, it is quite possible that the cost in some 
instances could have been lower with more efficient control of 
material. 

Because of the intense competition of modern trading conditions, 
very little special order or repair work is obtained without a pre- 
determined selling price for each job, either on flat rate basis or by 
special quotation so that the control of waste must start from the 
predetermined estimate or working sheet prepared. This estimate 
or working sheet should be prepared in such a way that the materials 
required will be clearly set out so as to show class, type, and 
quantity, and should become the standard set for that particular 
job. 
Having prepared the working sheet in as many copies as 
required, it should become part of the job card for that particular 
job. From the details of the copy in the hands of the storekeeper 
or purchasing officer, the necessary material will be purchased or, 
if in stock, assembled ready to be supplied to the factory as it is 
required, but no more than the stipulated quantity must be issued 
unless it is specially authorised by a senior executive. In this man- 
ner any materials required in excess of the quantity set as a 
standard, are immediately brought under the notice of the execu- 
tive who should know. 

It is not sufficient that the basis of standards in respect to 
materials should be fixed, but it is necessary that they be brought 
into the costing system, and become a clearly defined part of it, 
not as mere records of memorandum, but with definite financial 
significance. 

This may appear an attempt to do away with the old system of 
job costing and replace it with standard cost methods, which have 
revolutionised cost accountancy in industries doing repetition work 
under standardised conditions. It may not be too ambitious to 
hope that standard cost methods will be more universally used in 
the industries I am particularly referring to. 

I may appear to be unduly stressing an obvious point, but because 
waste in material (which is avoidable), is such a common occur- 
rence, and in most cases one of the major causes of high production 
costs, effective material control is one of the most essential 
features of any costing system. 
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Statistical Methods as Applied to Accounting 
Reports 
By A. A. FivzGeratp 


IX—GraPHic Metuops or ANALYSIS AND PRESENTATION 


The analysis of statistical data is frequently facilitated by the 
preparation of charts or diagrams which bring into clear relief 
the nature and direction of the movements in the data which are 
being studied or the relationship between the movements in two 
or more distinct series of data. 

For example, one of the rough measures of long-term trend 
is obtained by preparing a graph of the data and drawing a free- 
hand line through the graph in such a way as to give the best pos- 
sible “fit.” Again, the precise location of the median and the 
quartiles in a series may sometimes be determined more easily 
by preparing what is known as an Ogive or Cumulative Frequency 
Curve than by mathematical calculations. Similarly, the position 
of the mode can be ascertained by drawing a diagram in the form 
known as a Histogram or stair-case block diagram.? Skewness is 
most clearly shown by graphic figures such as histograms, and 
diagrams of various kinds may be used to measure correlation 
between two series without the sometimes involved calculations 
which are necessary in the computation of a co-efficient of 
correlation. 

These examples show that the importance of the graphic 
method as an aid to analysis is by no means negligible. Its 
importance as a means of presenting the results of analysis is even 
greater. 

Advantages of the Graphic Form of Presentation 

As a means of presenting the results of analysis, graphic figures 
are alternative to tabular statements and they possess many advan- 
tages over the tabular method. 

The most important of these advantages are: 

i. Conciseness. The contents of a complex tabular statement 
containing many columns and figures can be presented graphi- 
cally in such a way that the statistical relationships in the data 
can be grasped almost at a glance. 

ii. Emphasis. Graphic methods direct immediate attention, 
through their appeal to the eyes, to significant movements in 
data, whereas such movements can seldom be easily read from 
a table of figures except after close study. 

iii. Ease of Interpretation. After a careful analysis of statistical 
data certain conclusions may have been reached by the inves- 
tigator skilled in statistical analysis. His task is then to 
present those conclusions to other persons not so skilled and 
to convince them that they are sound. This is often a difficult 
task unless the data can be presented in such a form that the 


1. The Australian Accountant, December, 1939, p. 339. 
2. See H. J. Wheldon: Business Statistics and Statistical Method, Chap. XIV. 
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conclusions are almost self-evident. The graphic form is the 
most satisfactory for this purpose. 


Precautions in the Use of Graphic Methods 

As in all statistical work, unskilful use of the statistical device 
of graphic methods can be dangerous. Our discussions of the uses 
of averages and of comparative tables have shown that the attempt 
to express statistical data in a concise form may result in distor- 
tion of the data and lead to erroneous conclusions. Similarly, 
graphic figures may be misleading unless precautions are taken 
to ensure that they will not distort the original data. Moreover, 
even though a graphic figure be skilfully prepared, there is still 
the danger that its purport may be misinterpreted by one who is 
unaccustomed to using such figures. 

Consequently care is necessary not only in selecting the form 
of a graphic figure and in planning its construction, but also in 
deciding whether or not, in a given case, the graphic method 
should be used at all. The dominant consideration in all cases 
should be to select that form of presentation which will be most 
easily read and understood by the reader. This involves the 
exercise of judgment as to the form used and as to the idiosyn- 
cracies of the person by whom it is to be read. Generally it will 
be found that businessmen have less difficulty in reading and 
interpreting graphic figures than in quickly grasping the essential 
points in a table, but occasionally it happens that a graph does 
not make as strong an impression on a certain individual as a 
table does. So far as accounting reports are concerned it is the 
usual custom to present tabular statements whether or not graphic 
figures are also used, and this is probably the safest course to 
follow in all circumstances. The graphic figure may then be used 
by the reader to obtain a rapid “bird’s-eye view” of the situation, 
and its details may be studied more closely at leisure from the 
accompanying tables. But if there is doubt as to whether the 
graphic method can be of real use to the reader it should at first 
be used sparingly and in an experimental way, to be extended in 
later reports if the experiment appears to be successful. It would 
be a waste of time and skill to embark on the preparation of an 
extensive series of graphic figures for presentation to a business- 
man who either cannot or will not use them. 

The decision to use graphic figures having been made in a given 
case, the next question is to select the form of figure which is 
to be used. 

A variety of graphic figures is used by statisticians, some of 
which have a limited usefulness in business statistics and some of 
which it would be dangerous to use except where the reader has 
himself some skill in statistical methods. The precautions which 
should be used in constructing figures of these various kinds will 
be considered after the various forms have been described. 


Forms of Graphic Figures 


The most important graphic figures likely to be used in business 
statistics are: 
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(a) Pictograms—Pictures and diagrams intended to depict rela- 
tive or proportional sizes; 

(b) Cartograms—Maps marked in such a way as to emphasise 
geographical distribution or density; 

(c) Bar-charts, which may be either: 

(i) Simple—Designed to show simple comparisons of size 
of one variable, such as sales for different periods ; 

(ii) Compound or Multiple—Designed to show comparisons 
of size of two or more variables, such as sales, cost of 
goods sold, and expenses for different periods ; 

(iii) Component—Showing the division of a whole into its 
component parts, such as the division of cost of manu- 
facture into cost of materials, labour and manufacturing 
expense, or the percentages of cost of goods sold, 
expenses, and net profit on sales ; 

(d) Pie-charts—An alternative to component bar-charts and 
serving similar purposes; 
(e) Curve Charts or Graphs, either on: 

(i) Arithmetic scale, intended to show the movements in 
the absolute amounts in a series over a period, or 

(ii) Ratio or semi-logarithmic scale, intended to show the 
rates of change in a series over a period. 


Pictograms are unlikely to be used in accounting reports, for 
the reason that their preparation would involve labour and time 
out of all proportion with their value as compared with other 
graphic forms. Moreover, they are not well suited for com- 
parative purposes, since it is much more difficult to judge the 
relative magnitudes of figures drawn in more than one dimension 
than it is to judge from the length or height of lines or bars. 
Comparisons of the areas of circles or rectangles, for example, 
are apt to be affected by optical illusions. Pictograms may there- 
fore be dismissed from further consideration as graphic figures 
suitable for use in accounting reports. 

Cartograms have a limited use in business statistics. They are 
best suited for data such as is used in sales organisation, to show 
sales or potential sales according to territories. A map of the 
whole area is prepared and marked by dots, circles, squares or 
diverse colours or shadings to indicate, say, sales volume or popu- 
lation in each division of the area. These are not accounting data, 
and cartograms may therefore be regarded as of no particular 
interest or use in accounting reports. 

Bar Charts are commonly used for the purposes for which 
they are particularly well adapted, i.e., a comparison of sizes. They 
are easily prepared and understood, and if proper precautions are 
taken are not likely to mislead. The precautions which are 
desirable are: 

(i) Horizontal or Vertical Bars. Whether the bars are to be 
drawn horizontally or vertically depends on the purpose 
of the chart and the ease with which it can be read. In 
time series, i.e., where the comparison is of the sizes as at 
successive dates or for successive periods, vertical bars 
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should be used, for the reason that in graphic figures 
generally time is depicted as reading from left to right and 
not from top to bottom. Figures la and 1b show the 
wrong and right ways of drawing a simple bar-chart of a 
time series. 


Sales by Calendar Years 
1934 to 1939 


£10000 £20000 £30000 £40000 
Figure la.—Wrong 


HUH 


1935 1936 1937 1938 1939 
Figure 1b.—Right 
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Where the data represented varies naturally in either 
a horizontal or vertical direction, it is generally more satis- 
factory to depict the bars in the same direction. Interest 
rates, which rise and fall, for example, may perhaps best 
be shown by vertical bars. The “turnover” of book debts, 
expressed as the number of average days’ sales uncollected, 
is shortened or lengthened from time to time or from 
business to business, and may therefore best be shown by 
horizontal bars. Generally in accounting data this suggests 
a preference for the vertical form. But this is not an 
inflexible rule. Other considerations may warrant depar- 
ture from it. For example, the lettering used in the chart 
may be more easily read if arranged horizontally and the 
bars must then be also arranged horizontally. This is 
likely to be so if there are several bars and the designa- 
tion of each bar is lengthy. 

Lengths, not areas, to be compared. The comparative sizes 
of the data depicted in a bar chart are indicated by the 
lengths (or heights) of the bars and not by the areas of 
the bars. Hence the bars should be drawn with uniform 
widths and to a given scale. 

Scale should begin at zero. Unless the scale used begins 
at zero, the chart will convey a misleading impression. If 
the sizes of two variables are respectively 100 and 200 
and they are shown by bars drawn on a scale which begins 
at 50, the bar for the variable of size 200 would be three 
times as long as the other bar, obviously an incorrect 
representation of their comparative sizes. 

Scale should be marked at convenient intervals. The range 
of the variables to be depicted will govern the scale inter- 
vals, which may be units of 1, 2, 5, 10 or multiples of 10. 
Thus, in a bar chart showing sales which reach as high 
as £20,000 it would probably be satisfactory to have scale 
intervals of, say, £2,000, with, say, twelve equal scale 
divisions on the chart. In a bar chart showing current 
asset ratios ranging from, say, 200% to 400%, the scale 
intervals might be 100%, with, say, five equal scale divi- 
sions on the chart. In a vertical chart the scale would be 
indicated by feint guide lines drawn across the chart at 
regular intervals with the scale numbers shown at the left 
of the lines. Too many of these lines should not be given, 
since that would detract from the legibility of the chart; 
and, since the lines are intended as a background only, 
they should not be drawn through the bars. 

(v) Profits and Losses on the Same Chart. Where it is desired 
to depict both profits and losses (or other positive and 
negative items) on the same chart, the zero line should 
appear on the scale at a convenient point, and should be 
emphasized by a bolder guide line, as in Figure 2. 

Titles and Designations. Titles are best shown at the top 
of the chart and should be distinctive so that the purport 
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Net Profits by Years 
1934 to 1939 
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Figure 2 





of the chart can be seen at a glance. Designations of bars 
and of scale intervals should not be inserted within the 
chart, but at the margins. In a vertical chart, e.g., the 
designations of scale intervals should be shown outside the 


left-hand border, and the designations of the bars outside 
the bottom border. 

Inclusion of Actual Data. It is generally desirable to 
include in the chart the actual data represented. This is 
best done by placing the data alongside (in a horizontal 
chart) or underneath (in a vertical chart) the bar designa- 
tions. The data should not be inserted within the guide 
lines or at the ends of the bars, as is frequently done. 
Order of Bars. In a time series, the bars must naturally 
be arranged in time order from left to right, commencing 
with the earliest period. In other series they may be 
arranged horizontally or vertically in ascending or descend- 
ing order of size. This is not essential, however, so long 
as some other systematic order (e.g., alphabetical) is used. 
Complex Bar Charts. These consist of groups of two or 
more bars representing two or more variables. Each bar 
in the group should be identified by distinctive hatching or 
colouring, as in Figure 3. 

(x) Component Bar Charts. The division of a whole into its 
several parts is indicated by dividing each bar into sections 
and identifying the sections by distinctive hatching or 
colouring, as in Figures 4a and 4b. 


Pie Chart. A pie chart is a circle (representing a whole) divided 
into sectors (representing various divisions of that whole). For 
example, instead of the component bar chart showing percentages 
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Current Assets and Current Liabilities as at December 31, 
1937 to 1939 





Assets ga 


Liabi- 
p—lities p77 











1938 
Figure 3 


of cost elements on total manufacturing cost which is illustrated 
above, total manufacturing cost might be represented by a circle, 
and material, labour and expense by sectors of that circle. Their 
only advantage as an alternative to component bar charts is the 
ease with which the actual data—and if desired percentages as 
well—may be shown within the various sectors of the circles. 
Their construction is somewhat more difficult than that of bar 
charts and they are no more easily read. Component bar charts 
are therefore generally to be preferred for use in accounting 
reports. 

Curve Charts or Graphs. The most common and most useful 
graphic device for depicting time series is the curve chart or graph. 
Since accounting reports are very largely concerned with time 
series (sales, costs, expenses, profits, etc., for successive periods 
of time), the curve chart or graph plays a very important part in 
accounting reports. 

A curve chart is easily constructed and, if properly drawn, 
easily read. Its form is similar to that of the bar chart, except 
that, in place of bars, a continuous curve is drawn in such a way 
that it would join together the ends of the bars. It is, of course, 
not necessary to construct the bars, since the positions of their 
ends can be indicated by dots and a curve drawn through the 
successive dots. 

To facilitate the description of curve charts and the precautions 
which are necessary in their construction, it is desirable first to 
explain the meanings of certain technical terms. The various 
points on a curve chart which are to be joined to produce the 
curve are located by the intersections, at right angles, of horizontal 
























































































































































— A 4 a &*= @ WY tc 
9 ci om om Sic, awa Ro 2 Oe u> ° = 
z £9885'c Seve SP eEes Sg g 8 ° ¢ 
S #882535 asaEsemys = 
oOo 
aP Sete ae fl ep PAN oy - 
of mm S°TeS Jo 4800 =e TeTs08l3eHn 
a co sesuedxg sae) mnogu] 
Ga 3=34sOld I9N cq sesuedxg 
6£6T gt6t L£61 6£6T gt6t 2£61 
— 
7, 
<x 
— 
Z oooP oe 
S 
© 
O 
O 
< 0008 ov 
Z. 
< 
— ; 
" 00021 09 
a 
S Y; | y 
ta} 00091 y l/ yf aad 
> 
’ Ij 
00002 oot 
oan ‘9? 4 
4 6£6I 99 ZE6T 6£6T 9} LE6T 


sapaX &q sifosq 49N pun sasuadxg ‘sav¢ fo 3809 ‘sav savaX &q 180) Oursnjovfnuvpy yojo 7 uo syuamayy 3809 fo sa6vjuar40g 









Figure 4b 


weoev ve VSaovrv 


4a. 


L 
- 
2 
a 
{: 
- 











ORIGIN 


1940 THE AUSTRALIAN ACCOUNTANT 57 


lines with vertical lines. Two straight lines at right angles to 
each other are known as co-ordinate axes. By convention, the 
horizontal line is known as the x axis (or abscissa) and the ver- 
tical line as the y axis (or ordinate). The point of intersection 
of the two lines is called the origin. These terms are illustrated 
in Figure 5. 


Y axis 


Origin 


X axis 








Figure 5 


By convention, again, the independent variable is always plotted 
along the x axis (horizontal) and the dependent variable along 
the y axis (vertical). In a time series, time is the independent 
variable, so time is always depicted along the x axis. The origin 
in point of time is the earliest year (or other period) included 
in the series. The origin in terms of the other variable is zero. 
Hence in a chart intended to show, for example, profits over a 
series of years, where there have been no losses in any years, the 


| origin will be placed as in Figure 6. 


If, however, losses (or other negative items) are to be shown 
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as well as profits (or other positive items), the origin will be 
placed as in Figure 7. 
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Figure 7 


The points on the chart which are to be joined by the curve 
are ascertained by measuring the dependent variable from the 
origin along the y axis and time from the origin along the x axis. 
Thus, if in year 3, sales are £18,750, that will be indicated on 
the chart by ascertaining the point at which a line drawn ver- 
tically from year 3 on the x axis would intersect a line drawn 
horizontally from £20,000 on the y axis.* Figure 8. 

In practice, specially ruled paper is used, with a series of feint 
horizontal and vertical lines intersecting at right angles, and the 
horizontal and vertical scales are marked out at the left-hand side 
and the bottom of the chart respectively. 

As already mentioned, curve charts may be drawn on arithmetic 
scale (to show absolute amounts of change or “differences” from 
period to period) or on semi-logarithmic scale (to show rates of 
change). This refers only to the vertical (y) scale. Equal inter- 
vals along the horizontal (x) axis represent equal intervals of 
time (a day, week, month, year, etc.) whether the chart is to be 
drawn on arithmetic or semi-logarithmic scale! 


3. See Riggleman and Frisbee: Business Statistics, p. 68: “The horizontal scale defines the 
question and the vertical shows the answer.” 

. The term semi-logarithmic is derived from the fact that equal rates of change may be 
shown along the y axis by plotting the logarithms of the data instead of the actual data. 
Since the vertical scale is thus arranged logarithmically while the horizontal scale is divided 
arithmetically, the chart is semi-logarithmic only. 
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Vertical Scale. In curve charts drawn on arithmetic scale, 
equal intervals along the vertical axis represent equal absolute 
amounts. Therefore a rise or fall in the curve of a given magni- 
tude represents a corresponding rise or fall in the absolute value of 
the original data. In curve charts drawn on semi-logarithmic 
scale, equal intervals along the vertical axis represent equal rates 
of change. Therefore a rise or fall in the curve of a given magni- 
tude represents a rise or fall at a corresponding rate. 

The distinction between an arithmetic scale and a semi-loga- 
rithmic scale is illustrated in Figure 9. 

In the arithmetic scale diagram equal intervals along the vertical 
axis represent increments of £10,000. In the semi-logarithmic 
scale diagram equal intervals along the vertical axis represent 
increments of 100%. Thus in the arithmetic scale an increase 
of £10,000 (from, say, £40,000 to £50,000) is given the same 
value as an increase from £10,000 to £20,000. On the semi- 
logarithmic scale, on the other hand, an increase from £10,000 
to £20,000 (100%) would be given the same value as an increase 
from £40,000 to £80,000. 
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Semi-Logarithmic Charts 


Semi-logarithmic charts are known also as ratio charts, and this 
gives the clue to their principal use. They are particularly valu- 
able when it is desired to emphasise variations in the rate of 
change from time to time in a single series (say, sales) or to 
draw comparisons between the rates of change in two or more 
series—in other words, to emphasise variations in ratios, (say, 
the ratio of cost of goods sold to sales, of net profit to share- 
holders’ funds or of current assets to current liabilities). On a 
semi-logarithmic chart a “curve” which takes the form of a 
straight line represents change at a constant rate, a curve which, 
though rising, shows a tendency to flatten out represents increase 
at a declining rate, and a curve which rises with an upward sweep 
represents increase at an increasing rate. (See Figure 10.) 

If more than one series is plotted on a semi-logarithmic chart 
so that two or more curves are shown on the same chart, compari- 
sons between the rates of change in the series depicted may be 
made at a glance. If the curves run parallel, the series are chang- 
ing at the same rate, irrespective of the absolute movements, i.e., 
the curve for a series which moved from 10 to 20 would follow 
the same course as the curve for a series which moved from 5,000 
to 10,000. If the curves do not run parallel, one series is chang- 
ing more rapidly than another, and the divergence in the rates of 
change will be indicated by the divergence of the curves, Figure 
Sil. 

When, in an accounting report, it is desired to draw particular 
attention to rates of change or to ratios, the semi-logarithmic chart 
is therefore most useful. This is its greatest merit, but it has 
other advantages over the arithmetic chart. Its range is much 
greater. Series which differ greatly in magnitude (e.g., sales 
and bad debts) may therefore easily be shown on the same chart. 
This will be evident from the diagrams used above to contrast the 
arithmetic and the semi-logarithmic scale. Moreover, if two or 
more curves are to be shown, there is no need to worry about 
the comparability of the scales used for the various curves, 
since they are automatically comparable. It has, however, some 
disadvantages, which are: 


(a) It is not as commonly used as it might be, and so is unfamiliar 
to many people. 

(b) It cannot be used to show on the same chart negative items 
(e.g., losses) and positive items (e.g., profits). The vertical 
scale on a semi-logarithmic chart must begin with some 
higher value than zero, for there can be no rate of change 
measured from zero. By standard practice the scale usually 
begins at 10 or some power of 10. 


(c) The calculation of the logarithms of the original data presents 
difficulties to those unaccustomed to the use of logarithms. 
In practice this difficulty is overcome by using specially ruled 
semi-logarithmic paper, so marked off on the vertical axis 
that the actual data can be plotted directly to it. 
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Semi-Logarithmic Scale 
Series Rising at Uniform Rates 
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(d) In some cases, amounts of change are more important than 
rates of change. In such cases, the arithmetic scale is to 


be preferred.® 
Arithmetic Charts 


The merits of charts drawn to arithmetic scale have been men- 
tioned incidentally in considering semi-logarithmic charts. Their 
principal use is to direct attention to differences or amounts of 
change, and their principal merit is that they are commonly used 
and so familiar to almost everybody. 

Like the semi-logarithmic charts, they may be used to compare 
two or more series, but if so used, care is necessary in selecting 
the scales on which the different series are plotted. Unless these 
scales are carefully selected, the effect may be to distort the com- 
parison by exaggerating the importance of the change in one 
variable as compared with another. For example, if two curves 
representing respectively sales and net profit are to be depicted 
on one chart, the magnitude of both the amounts of and the 
changes in sales will obviously be far the greater. Yet a fluctua- 
tion of £100 in net profit may be relatively as significant as a 
fluctuation of £10,000 in sales. 

If the two variables were plotted on the same scale, the small 
fluctuations in net profit would appear to be insignificant when 
compared with the large fluctuations in sales. Furthermore, 
scale intervals which would be adequate to show on a reasonably 
sized chart the movements in sales, would, if used also for net 
profit, merely produce a curve which was for the most part 
barely distinguishable from the base line and in which the slight 
fluctuations could scarcely be discerned. 

In such cases, therefore, it is necessary to use distinct scales for 
the different variables and the problem is to relate those scales in 
such a way that, as nearly as possible, equal emphasis will be 
given to movements of equal significance. The best way in which 
to do this is to calculate the standard deviations of the various 
series and so to arrange the scales that equal weight is given to the 
standard deviation of each series. 

For example: 

Deviations Deviations 
Year Sales in #’s from Arithmetic Squared 
Average 


15,000 +400 
14,000 —600 
16,000 +1,400 
15,500 +900 
12,500 —2,100 


I eee ee 73,000 


Arithmetic Average .. .. 14,600 1,540,000 
Standard Deviation = V 1,540,000 = £1,240 approx. 


7,700,000 


5. For a more complete discussion of the uses and limitations of semi-logarithmic charts, 
see E. E. Day: Statistical Analysis, Chap. 
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Net Profit Deviations Deviations 
in £’s from Arithmetic Squared 
Average 
300 +10 
250 —40 
450 +160 
320 +30 
130 —160 


BEY eet bus hae oe 1,450. 
Arithmetic Average .. .. 290 
Standard Deviation = V 10,760 = £104 approx. 


The scale intervals for the two series should therefore be such 
that each division along the y axis represents, say, £1,200 of 
sales and £100 of net profits, or, say, £2,400 sales and £200 net 
profits. Figure 12. 


Precautions in the Construction of Curve Charts 

In order to avoid the possibility of mis-reading of curve charts 
and to make their appeal to the eye as effective as possible, certain 
precautions are necessary in their construction. Standard practice 
as developed by statisticians includes in particular the following 
features? : 

(a) General Arrangement. The general arrangement should 
proceed from left to right (earliest year at the extreme left 
of the chart) and from top to bottom (lowest magnitude at 
the foot of the chart). 

(b) Zero Line. Whenever practicable, the zero line should 
appear on the chart and should be distinguished from the 
other ordinates by a thicker line.? If the inclusion of the 
zero line would result in an unbalanced diagram (as in the 
case where all the values are concentrated in the higher 
ranges of the scale) it may be desirable, for the sake of 
appearance, to omit portion of the lower scale divisions and 
to indicate the omission by a horizontal break in the diagram. 

(c) Dimensions of Chart. For appearance sake, the width of a 
chart should be somewhat greater than its depth. A ratio 
of width to height of three to two is generally satisfactory. 

(d) Co-ordinate lines should be feint, so as not to interfere with 
the reading of the curves, and should not be more numerous 
than is necessary to guide the eye in reading the chart. 

(e) Scale Figures and Designations. Scale figures should be 
placed at the left and at the bottom of the diagram. If the 
chart is very wide it may be desirable to show the vertical 
scale at the right of the diagram also. All figures and 
designations should be so placed that they can easily be read 
from the bottom of the chart. 

(f) Inclusion of Actual Figures. If it is thought desirable to 
show the actual figures as well as the curves, this is best 
done by including a tabular statement accompanying the 
diagram. 

(This concludes the series of eight articles on Stazistical Methods as 
Applied to Accounting Reports which was begun in the July, 1939, issue 
of The Australian Accountant and continued in the issues for August, 
September, October, November and December, 1939, and January, 1940.) 


6. See E. E. Day: Statistical Analysis, Appendix E and the illustrations therein. 
. See also the comment, above, regarding this precaution in constructing bar charts 
It applies with equal force to curve charts. 
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Types of Cost Accounting 
By L. GoLpBERG, M.COM., A.I.C.A. 


(A Lecture to the Commonwealth Institute of Accountants, 
Victorian Division) 


The principle of accounting from which the various types of 
cost accounting emanate is that of flexibility. 

By its very nature, accounting adapts itself to business pro- 
cedure, not business to accounting procedure. 

The importance of this principle of flexibility or adaptation 
is illustrated by the assessment of the influence of record keeping 
in the process of change from the romantic, adventurous, money- 
hunting of the Middle Ages to the pursuits of modern com- 
mercialism. 

A noted economist and historian (Sombart) specifically assigns 
in this process of transition a very significant part to the dis- 
covery and use of technical business methods in account keeping; 
that is, the application of exact calculation to industry. The 
development of bookkeeping, accompanied as it was by a wide 
application of rational and mathematical system throughout 
commerce, in the shape of exact measurement of time and place, 
forms of contract, land surveying, modern methods of weights 
and measures, city plans, public accounts, was at the same time 
an indispensable tool and an aspect of modern industry. It 
rationalised business, releasing it from caprice and chance, and 
giving it a firm objective character from the profit-making 
standpoint. This was the most definite and direct contribution 
to industry of the Renaissance, with its emphasis on individual 
interests, personal responsibility and free competition—the same 
spirit which wrought in art, literature, religion, and politics. 

In this most important change of attitude towards commerce, 
from an “adventure” to a serious occupation, the flexibility of 
the accounting technique, the universal nature of the basic ac- 
counting principles, crystallised the profit concept into a shape 
at once explicable and definite. 

In the process of commercial evolution which is still taking 
place, the function of accounting remains the same—the rational- 
ising of business, “releasing it from caprice and chance.” The 
increasing appreciation of the value of cost accounting and cost 
information is an expression of an escapist philosophy, of a desire 
to be freed from the evils of ignorance of exact costs; to avoid, 
on the one hand, the prospects of bankruptcy if costs are not 
recovered in price, and, on the other, the relative or absolute 
shrinkage in markets resulting from excessive profit-margins. 

The history of cost accounting is an illustration of the applica- 
tion of a flexible technique to the problems of the workshop 
and the factory, the transport waggon, and the retail store. 

It is generally assumed that cost accounting is of quite modern 
development, but recent research into the origins of book- 
keeping and accounting have brought to light some interesting 
facts. For example, the earliest double entry books now known 





68 THE AUSTRALIAN ACCOUNTANT 


to exist are those of the Massari of the Commune of Genoa, 
dating from the year 1340, and since they are written in perfect 
double-entry form, the conclusion is irresistible that the system 
must have been in general use many years before. So that the 
renowned Fra Paciolo, whose title to be regarded as the author 
of double entry bookkeeping has up to recent times scarcely been 
questioned, was writing of a system which had been in use for at 
least 150 years before he wrote. 

The books of the Commune of Genoa for that year (1340) 
include a typical venture account for a shipment of pepper, 
showing on the debit side the cost of the pepper, the costs of 
labour, tax, weighing, unloading, etc., and on the credit side the 
sales and stock on hand, with a transfer of the balance to Profit 
and Loss Account. The following interesting observation on this 
account is made by one commentator: “The Commune of Genoa 
took a flyer in pepper. It purchased eighty 100-pounds lots of 
this merchandise, which presumably had just arrived from the 
Orient, at a cost of 24 libbre and 5 soldi per lot, and then, with 
economic acumen common to most governments, disposed of it 
at the price of 22 libbre and 10 soldi per 100-pound lot, sustaining 
a considerable loss.” 

But the records of antiquity afford us some more direct 
evidence upon our particular topic of cost accounting. Thus 
Florence in the Middle Ages was pre-eminently an industrial 
city, famous from the twelfth century for her silk and wool 
industries. The Florentine bookkeeping system had to adapt 
itself to the guild system in practice there, and keep separate 
records for the costs of each process of manufacture because it 
involved engaging workmen belonging to different trade associa- 
tions who did not necessarily perform the work on the premises, 
but often took it to their own establishments. This segregation 
of costs finally resulted in the Florentine industrial bookkeeping 
system. Although it is but a crude beginning, since it determines 
only the prime costs of goods manufactured, it should imbue 
us with some pride at the respectable antiquity of cost accounting 
and with no little humility through the overthrow of the idea 
that cost accounting is purely a product of our nineteenth and 
twentieth century civilisation. 

In one set of books dating back to 1318, the method of deter- 
mining the cost of products manufactured was to keep as many 
separate books as there were important elements entering into 
the total cost of the goods produced. In this particular case 
there were three important cost records: 1. Libri delle lane, a 
book to record the cost price of raw wool purchased; 2. Libri dei 
lavoranti; and 3. Libri dei tintori; the two latter to record all the 
labour expenses incurred in the manufacture and dyeing of 
woollen cloth, i.e., the direct labour cost of goods produced. 
The three books together gave the total prime cost of goods 
produced. The sales were recorded in two different books: 1. 
Memoriali di vendita—a record of goods sent on consignment 
to be sold on a commission basis; and 2. Libri di vendita, which 
recorded the actual sales. To determine the profit, the manv- 
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facturer at certain intervals summarised all the secondary books 
and entered the totals in the ledger. 

The manufacturing periods were divided in length according 
to the time necessary for the manufacture of a certain fixed 
quantity of cloth. All costs and sales were based on this quantity 
of cloth, and anything over and above this was deferred to the 
next period. A bilancio, or summary, from which the profits 
or losses were ascertained, was drawn up at the end of each 
period. 

My purpose in introducing these ancient accounts is to point 
out that in the venture type of trading financial and cost records 
were identical, and that the basis for profit or loss determination 
in that type of account was the result of the venture as a whole. 

Accounting to-day, as in those distant times, is directed 
towards showing the financial results of enterprise. The great 
distinction, however, which the passage of centuries has produced 
in this respect is in the basis upon which the results are deter- 
mined, To-day, commerce and industry are envisaged as con- 
tinuous processes, and an arbitrary basis of time—a year, a 
month, or a week—has displaced the earlier basis of the venture. 

But the continuity of modern commerce and industry does not 
displace the fact that the essential basis of production is physical ; 
that is, it is goods or services which are sold or produced, just 
as they were six hundred years ago. 

The statements of trading and profit and loss derived from the 
so-called financial books of an enterprise are designed to disclose 
the ultimate financial result as a whole in respect of a definite 


period. The analysis of the principal items of expenditure and 
income may be taken to such lengths that every type of expense 
is shown under a separate caption, but however detailed this 
analysis may be, these statements reveal merely the net result 
of the collective activities of the business. No detailed infor- 
mation is afforded of the exact manner in which the net profit 
or loss has been made. 


Cost Units 

It will be appreciated that the total turnover may comprise 
many and varied activities, by departments, processes, jobs, 
contracts, etc., some of which may be profitable, whilst others 
are being conducted at a loss. Considerable benefit, therefore, 
must be derived from accounts which will disclose the separate 
result of each such activity, and at the same time reveal in 
detail how such result has been attained. These latter accounts, 
which analyse the same information as is presented by the 
financial statements from the distinct point of view of the Unit 
of Cost, constitute the Cost Accounts of the enterprise. 

The determination of this unit of cost is the first step to be 
taken in considering the system of cost accounting for any 
enterprise. It should be the one most natural to the enterprise, 
and since it will be the unit with which expenditure will be 
identified, it should be the one with which such expenditure may 
most conveniently be associated. For example, a building con- 
tractor will allocate expenditure to each individual contract; a 
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brewer will wish to ascertain the cost of each barrel of beer; 
a colliery proprietor the cost per ton of coal raised; a brick- 
maker the cost per 1,000 bricks; and so on. 

It will be apparent from this consideration that each type 
of enterprise will have to be regarded from its own particular 
viewpoint in determining the unit of cost. 

This unit of cost and processes of manufacture or modifica- 
tion through which the purchased goods have to pass, constitute 
the essential factors in determining the particular type of costing 
system to be installed. It follows that no particular cost-finding 
system will apply to all or many forms of industry, since in- 
dustries vary so widely not only as regards the character of the 
work they are conducting, but also as regards the manner of 
their organisation, besides the differences in the information 
to be gathered and the manner in which it is to be presented. 

The broad basis of classification of units of cost depends 
upon either of two types of producing organisation, viz.: (1) The 
production of a large number of totally different articles, and 
(2) the production of one uniform product only. In the former 
type each article, being distinct from the other products, can 
be numbered or named in such a distinctive way that all labour 
and material expended upon them can be accurately recorded 
against their distinguishing number or name by means of time 
cards and bills of material, while expense can be allocated 
by one or other of the methods to be described in later lectures. 
A boiler works making boilers to order would be a good example 
of enterprises of this kind. In the latter type of industry, since 
a single product is made, with the material flowing in a constant 
stream through the machines and processes, all that is necessary 
in order to find costs is to divide the total number of units 
produced into the total cost of production for a given time. 
Cement plants and simple ore reduction mills would be good 
examples of this type of industry. 

You will notice that each of these two broad types has an 
approximate counterpart in the fourteenth century accounts I 
have already mentioned:—The individual product type bears 
some affinity to the Pepper venture, while the continuous process 
type has its likeness to the Florentine wool industry. They may 
be designated for convenience, Job Costing ,and Process Costing 
respectively. 

Job Costs 

When the specific job or order which is made up is the 
tangible basis upon which the elements of cost are charged, 
compiled, and determined, the job or order method of cost 
accounting is used. That is to say, the material costs, labour 
costs, and a proportionate share of the overhead expenses are 
all charged to definite factory orders or jobs, and the elements 
of material, labour, and expenses are compiled so that the total 
factory cost of each individual order or job may be determined. 
This is the essence of this type of cost accounting. 

A “job” may represent an individual order, e.g., a contract 
undertaken by an engineer, or, in the case of a manufacturer, a 
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number of small orders for the same product passed through to 
the factory in a batch, or even a “stock” order, that is, an order 
for a specified quantity of an article to be placed into stock, and 
from which orders may be executed. In the latter two cases, 
a production order will be issued to the factory, and an account 
opened for it, to which all the expenditure relevant to it will 
be charged. 
Contract Costs 

Contract or Terminal costing is adopted by those businesses 
undertaking definite contracts, e.g., builders and contractors. 
In this case relatively few contracts have to be considered during 
a given period, although the contracts that are undertaken are 
usually large. As the greater part of the work performed on 
each contract is done at the site itself, practically the whole 
of the expenses of the business can be treated as direct, the 
indirect expenses of the business being confined to office ex- 
penses, and the expenses of the yard, works, and stores. For 
this reason contract cost accounts are comparatively simple. 

There is no reason why the contract cost accounts should not 
be amalgamated with, and form part of, the ordinary financial 
books. Owing to the nature of the business the financial accounts 
themselves will yield little useful information if they do not 
disclose the result of each contract undertaken, and as the 
contracts will be relatively few, no great difficulty should be 
experienced in providing the information required. 

I do not conceive it to be part of my task in this lecture to 
enter into the detailed mechanics of any one method of cost find- 
ing, and in this connection I will restrict myself to pointing out 
that the information may be obtained by opening a separate 
account for each contract undertaken, ruled in sufficient detail 
to furnish the required information, these accounts forming 
preferably a distinct Contract Ledger, with a Contract Control 
Account in the General Ledger. To these accounts will be 
debited the various items of cost and expenses involved and 
the contract price credited. The profit or loss on contracts can 
then be transferred to the Profit and Loss Account as the 
contracts are completed. If it is desired to conceal such results 
from the contract cost clerks, a private contract ledger may be 
kept, ruled, if desired, in a similar manner to the contract ledger 
accounts, but posted as to details in total only at convenient 
intervals, and to which alone the contract prices would be posted. 
Alternatively, the Contract Control Account may be made to 
serve this purpose by similar treatment. 

It is impossible to go into the several interesting points which 
may arise in practice in this type of costing, but there is one 
matter which I feel must be touched upon. This is profit on 
uncompleted contracts. 

Sometimes large contracts are entered into which will take 
a number of years to complete. In such cases the question 
naturally arises at the end of each year as to what profit, if any, 
should be taken to the credit of revenue for the year in respect 
of the work so far performed. It is apparent that if no profit 
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is taken until the contract is completed, the years in which the 
contracts are finished will show unusually high profits, whereas 
in other years little or no profit will be recorded, and in some 
cases even a loss. As a result of such a policy dividends may 
fluctuate unduly, leading to violent and wholly unwarranted 
fluctuations in the market prices of the company’s shares. For 
this reason no objection, I feel, can be taken if a reasonable 
proportion of the profit ascertained to have been made to date 
on uncompleted contracts is taken to Profit and Loss Account 
each year. The following factors, however, should be taken into 
consideration in determining the proportion of profit to be 
taken :— 

1. No profit should be taken unless the contract is sufficiently 
advanced. It is obvious that if a contract has only just been 
commenced it is impossible to foresee the future position clearly 
enough to warrant taking credit for profit on the small propor- 
tion of the work so far performed. 

2. Profit must be taken only in respect of the work for which 
architect’s certificates have so far been received. The work 
not yet completed must be valued at cost. 

3. The possibility of fines being incurred for late completion 
of the contract, future labour difficulties, increasing cost of labour, 
materials, etc., and any other contingencies likely to influence the 
ultimate profit made on the contract, must not be cverlooked. 

It goes without saying that any ascertained or anticipated Joss 
on uncompleted contracts should be immediately written off 
against Profit and Loss Account. 

Job Costing and Contract Costing are the prime examples 
of the first of the two broad classifications of cost systems. They 
are applicable to those industries in which the unit of cost is the 
individual product; that is, those industries which produce, for 
the most part, a number of quite dissimilar products. 


Process Costs 


In many businesses a commodity is produced which has passed 
through distinct manufacturing stages to completion. In most 
of these cases, it is desirable that the expenditure in respect of 
each distinct operation or process shall be ascertained. Process 
Costing is designed to achieve this object. 

The ascertainment of the exact cost of each process is par- 
ticularly important in those industries where: 

(a) By-products arise, or 

(b) Considerable wastage in processing is incurred, and/or 

(c) It is the practice in the industry to have certain pro- 
cesses performed by outside contractors who specialise 
in such work. 

In the last-mentioned case, it is obvious that, where such 
processes are performed at a company’s own works, it is highly 
desirable to maintain records to enable the executive to ascertain 
whether or not it would be more profitable to have the work 
performed by an outside firm. 
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The exact nature of any business will determine whether the 
system of process costing can be applied to it with advantage, 
but it must be remembered that uniform and continuous manu- 
facture must be carried on, with the result that each individual 
order loses its identity and becomes a part of a large volume 
of production. The system is largely used in the paint, chemical, 
paper, rubber, and tanning industries. 

The fundamental principle involved in Process Cost Accounts 
is simple. A separate account is opened for each process or 
distinct operation, to which all expenditure incurred thereon is 
charged. When the process or operation has been completed, 
the partially worked product is passed into a Process Stock 
Account, from which it will be requisitioned as and when 
required by the next process, or it may become automatically 
the raw material of the next process, and be charged to that 
Process Account immediately. 

It will be appreciated that in Process Costs each order loses 
its individual significance (from a costing point of view) in a 
larger volume of output. The Cost Accounts are designed to 
disclose the cost of each distinct manufacturing operation per- 
formed for production as a whole, rather than the cost of each 
job performed. The result of each order undertaken must, 
however, be ascertained, and to do this it merely becomes neces- 
sary to charge to a separate job or order account a proportion 
of the cost of production ascertained from the Process Accounts. 
This charge is made on the basis of the unit of output—quantity, 
weight, volume, etc. Thus if an order for 500 gross of an article 
is received, and the process costs of 10,000 gross are shown to be 
£20,000, a charge of 500/10,000 of £20,000, i.e., £1,000, will 
be made to the Job Account. 

In certain industries a form of wastage arises from some of 
the processes, which may possess a considerable market value. 
For example, in the manufacture of gas, residual products arise 
in the form of tar, benzol, ammonia, and so on. The relative 
importance of such by-products will determine the attention 
to be paid to them in the cost accounts. 

Where they are of small value, it is usually considered that 
the intricate calculations necessary to ascertain their cost are 
not warranted. In such a case two alternative methods are 
possible: First, any sum realised by the sale of by-products 
may be regarded as pure profit, their separate cost being ignored ; 
that is, the total expenditure to the point at which the main and 
by-products are separated is deemed to be the cost of the main 
product. The second possibility is that the proceeds of sale 
should be regarded as a reduction in the cost of the main product 
and credited to the account of the process from which they have 
been derived, either in total or less a reasonable percentage to 
cover handling expenses. 

Where the by-products assume such important dimensions 
that they become almost main products, a more accurate system 
of accounting is necessary. The total expenditure up to the 
point of separation must be apportioned between the main product 
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and the by-products in order that the cost of the latter may be 
ascertained. The apportionment will require technical know- 
ledge and may involve very intricate calculation, but it is essential 
if the real result of by-products is to be ascertained, particularly 
in regard to their effect upon the cost of the main product. The 
Process Account will be credited with the value placed upon the 
by-product and the appropriate By-product Account debited. 

Another matter of importance in process costs is the question 
of inter-process profits. In order to effect a true comparison 
of the result of a process with the price which would be paid if 
the work was done by outside contractors, or for the purpose of 
covering handling charges, etc., it is sometimes the practice to 
charge the output of one process to the next at a price in excess 
of cost—usually at the current wholesale value or at an arbitrary 
percentage on cost. The profit or loss made by the transferror 
process is thus revealed on the Process Account, and the 
transferee process is not given the advantage of economies and 
efficiency in manufacture effected in prior processes. Each 
process is thus made to stand by itself, and this is of great 
importance in those trades where there is a possibility that 
certain processes could be performed more cheaply by outside 
firms. 

Now, although the underlying object of the system may be 
excellent, the result in many cases is the introduction into the 
Cost Accounts of considerable complications. It is apparent 
that a business cannot make a profit by trading with itself, and 
therefore any internal profits which are included in stocks on 
hand at the close of a financial period must be eliminated in 
order that stocks shall be correctly valued for Balance Sheet 
purposes. A reserve must be created in respect of these 
unrealised profits and deducted from the inflated values placed 
upon the stocks. Naturally, it is only in respect of stocks that 
this reserve is required; all internal profits upon output which 
has been sold have actually been realised. 

If stocks and costs were to remain constant year by year, it 
would be necessary to create such a reserve only in the first 
year, and to carry it forward year by year thereafter. But 
both stocks and costs will, normally, fluctuate from year to 
year, and the reserve originally created will require adjustment 
to give effect to such fluctuations, in an analagous manner to 
the adjustments required in a Provision for Doubtful Debts. 


Output Costs 


Single or Output Costing is a method of costing by the 
unit of production where manufacture is continuous and the 
units are identical. In such enterprises as breweries, collieries, 
brick works, and so on, there is a natural unit of cost in the 
unit of production, namely, a barrel of beer, ton of coal raised, 
1,000 bricks, etc. 

Since the whole of the expenditure is normally incurred for 
one type of product, the general accounts can be arranged in 
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such a way that the Manufacturing or Working Account pre- 
pared at weekly or other convenient intervals furnishes the total 
cost; then, if the expenditure so ascertained is divided by the 
number of units produced during the period, the cost per unit 
is disclosed. 

Operating Costs 


Where the business carried on is the rendering of services, 
rather than the supply of commodities, Operating or Working 
Costs must be employed. 

The chief difficulty in organising a satisfactory system of 
operating costs is the selection of a suitable unit of cost, as 
this generally necessitates more technical and statistical informa- 
tion than is required in most productive businesses. The develop- 
ment of the costing methods in such circumstances must be allied 
to the compilation of reliable statistical data. 

The operating system is also applicable to the handling of 
stores, for example loading and unloading, for transport either 
by road or sea, regarding which there is usually little analytical 
information available. Probably the best method to adopt in 
relation to such work is to ascertain the cost of each gang of 
men, and to divide the cost so found by the number of tons 
dealt with, under such headings as loading, unloading, etc. 
This would necessitate a gang time-sheet instead of a separate 
time-sheet for each workman, but otherwise there need be little 
departure from the usual system of records. 

It is frequently found, in devising a system of Operating 
Costs, that more than one unit of cost must be taken to enable 
the information disclosed to be of the greatest utility. Further, 
one or more of these units may be composite units of cost; that 
is, they may be composed of two or more statistical factors, 
both of which have some relation to the service performed. In 
the case of Railways, for example, passengers should be con- 
sidered from the point of view of numbers as well as from 
that of the distance they are carried, and the unit should therefore 
be a Passenger Mile; in the case of goods, the weight, as well 
as the distance should be considered, and the resultant composite 
unit is the Ton-Mile. 


Multiple Costs 


Multiple or Composite Costing is a method of costing by 
combining the costs of component parts of an assembled or 
aggregate product, separate costs being compiled for each of a 
variety of articles manufactured. It is applicable to undertakings 
where a number of products are involved, bearing little or no 
relation to one another in cost or selling price, and in which 
the manufacture is organised on a high degree of specialisation 
in parts. This method is used in such factories as those manu- 
facturing cycles, motor cars, engines, wireless sets, machine 
tools, aeroplanes and other complex products. 

The principal object to be accomplished in costing the products 
of industries such as these is the realisation of some common 
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standard of measurement of output, in order to enable com- 
parison of manufacturing efficiency, and the allocation of 
oncost and expenses. This is, in effect, a particular example of 
the determination of the unit of cost. 

One method which has been advocated consists of the setting 
up of a standard unit of output, in which may be expressed all 
the factors of material, wages, and expenses, and into which all 
products are subjected to a conversion into terms of the standard. 

In some industries, and under certain circumstances, it is 
the custom for producers to be remunerated on the basis of 
cost plus some arbitrary addition for profit. These have become 
known as “Cost Plus” contracts and while they applied most 
widely during war periods, they have formed the basis of many 
large contracts even in normal times. For example, at least 
one of the principal shipping companies in England had adopted 
the practice many years before the war of having certain of 
its iarger ships built on the basis of cost plus profit, such costs, 
of course, being subject to scrutiny by an independent accountant. 

Generally, the conditions which give rise to such contracts 
are :— 

(a) When it is recognised by both the contractor and the 
customer that it is impracticable to gauge the work to be under- 
taken with sufficient accuracy to permit of an estimate of its 
cost being made so that a fair tender may be submitted. This 
may arise through the work being novel in design or construction, 
or because of the abnormal size of the contract, or because of 
the physical difficulties which have to be overcome, of which 
precise knowledge in advance cannot be obtained; for example, 
the building of large canals, hydro-electric power schemes, irriga- 
tion schemes, new types of battleships, and so on. 

(b) During times of economic stress, such as was experienced 
during the Great War, the elements of cost were subject, in 
England particularly, to much fluctuation, and the contracts in 
many cases were spread over such a long period that it was 
impossible to estimate what the cost would be. Consequently, 
the English government instituted the method of remunerating 
contractors on the basis of cost, plus a predetermined rate of 
profit. Similar methods were adopted in the United States of 
America. 

A complete cost system often represents a great outlay in 
cost and effort, owing to the amount of detail required in 
collecting and analysing costs. Although a well-devised cost 
system may be considered as an investment which will repay 
the management through the increased information made avail- 
able on the operations of the organisation, many enterprises 
are deterred from operating cost systems by the expense of 
installation and maintenance. 

On the theory that half a loaf is better than no bread, certain 
short-cuts have been devised which can be introduced under 
certain conditions at comparatively little expense, and which 
will yield fairly satisfactory results. One of these is known as 
Estimated Costs. 
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Estimated Costs 


Fundamentally, all that an estimating cost system does is 
to apply predetermined rates to the prime elements of cost, 
namely, direct labour and direct material. On the basis of the 
best information available, rates are established for material, 
labour and manufacturing expense per unit of output. These 
estimates may be incorporated in the books, which may be 
made to show differences between actual and estimated costs. 
In other words, the probable cost per unit is computed, incor- 
porated in the books and compared with actual costs. By means 
of this system, the management is able to obtain costs with 
reasonable accuracy at frequent intervals. 

Basically, the estimated cost system depends upon the verifica- 
tion of figures, but the amount of verification in turn depends 
entirely on the amount of information required. This com- 
parison of actual with estimated costs may be achieved either 
by (1) total costs, (2) elements of cost, or (3) elements and 
departmental costs. 

Three requirements are essential, namely, (1) a schedule of 
estimated costs, (2) an inventory schedule, and (3) an analysis 
of the cost of sales. 

The schedule of estimated costs is usually prepared by lines 
of product. Where the lines are numerous and verification is 
required in considerable detail, separate schedules are prepared 
for each line. Such a schedule would include all material 
charges, direct labour charges, manufacturing expense, selling 
expense, desired profit and selling price. 

The inventory schedule would be derived from perpetual stock 
records. The work in process inventories can be determined by 
comparing the quantities charged to the factory with the finished 
products turned out by it. For example, suppose in a garment 
factory, 3,000 yards of cloth have been issued in a given period 
to the cutting department. From the estimated cost schedule 
the yardage per garment is determined. If this shows three 
yards per garment, the equivalent of 1,000 garments have been 
put into process. Next the factory’s production report shows that 
800 finished garments have been turned out; therefore 200 
garments are still in process. These are then costed on the 
basis of the estimated costs, taking into consideration the stage 
of completion. 

The resulting figure is the work in process inventory which 
is recorded in the books. 

When sales are made it is necessary to determine the cost of 
sales at the estimated price. 

The comparison of actual with estimated costs really takes 
place in the Work in Process Control Account, which is debited 
with material, labour, and manufacturing expense at actual 
cost, and credited with production of finished goods at estimated 
cost. Where comparison is required of totals only, a single 
Work in Process Account will be sufficient; if verification is 
to take place by elements of cost, then separate accounts would 
be required for Work in Process—Materials, Work in Process 
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—Labour, and Work in Process—Expense. Where costs are 
to be verified both by elements of cost and lines of production, 
these three accounts are required for each product; and in this 
multiplicity of accounts lies the danger of the breakdown of 
the system, since where detailed verification is wanted for a 
large number of products, the number of accounts necessary 
may well prove an excessive burden. 


Standard Costs 


The topic of Standard Costs is the subject matter of a 
later lecture in this series, and I will content myself with a 
very few remarks about it. 

One of the advantages of a cost system is the information 
gained which eventually leads to the establishment of standards 
of operation. When these standards are made part of the 
accounting system, standard costing is achieved. Standard costs 
represent a point of view: namely, the intention of the manage- 
ment to learn the extent of variation of actual results from the 
standards set up, and the use of this variation as a barometer 
of operating efficiency. 

The basis of standard costs is found in the specification of 
the technical department—engineering, chemical, etc. These 
specifications are often arrived at as a result of experimentation, 
and once the exact method of manufacture, materials to be 
used, etc., have been decided upon, standard rates are ready to 
be set. 

The principle of budgeting is a pre-requisite to the establish- 
ment of standards. So far as the factory is concerned, the 
standard output must be determined and standard costs for 
that output determined upon the basis of the specifications set 
up. Standard rates of labour, standard costs of material, and 
standard percentages of expense are determined for the coming 
period, and the products of the factory reduced to a standard 
cost from these. Obviously a reasonably attainable standard of 
efficiency will form the foundation for these standards. Com- 
parison of actual costs with the standards will afford a measure 
of efficiency, and variation accounts to show the details will 
localise divergences from the standards of efficiency and indicate 
weaknesses or loopholes in the organisation. 





Signing for Absentee Practitioners 


(REPRINTED FROM Accountancy, DECEMBER, 1939) 

Practising accountants who are called away for war service, 
and who, in the absence of any remaining partners, make arrange- 
ments with other members of the profession for the carrying 
on of their practices, may be considering the form of signature to 
be used by the acting accountant on accounts, reports and letters. 
Where. such arrangements have been made the absentee prac- 
titioner would be liable to any third party in respect of the wrong: 
ful acts or negligence of the acting practitioner, since the two 
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parties would stand to each other as principal to agent and the 
ordinary law of principal and agent would apply. In these cir- 
cumstances, any of several forms of signature may equally well 
be used, so far as the question of responsibility is concerned. But 
it would be desirable that clients and other persons with whom 
the acting accountant would be in communication on behalf of 
the absentee practitioner should be put on notice. Thus, if 
William Brown, Incorporated Accountant, is away on war ser- 
vice, and has come to an agreement with John Jones, Incorporated 
Accountant, for the carrying on of his practice, John Jones may 
sign: 
' John Jones, Incorporated Accountant, 

On behalf of William Brown, 

Incorporated Accountant, 

absent on war service. 


or 


William Brown, Incorporated Accountant 
(absent on war service), 
by John Jones, Incorporated Accountant. 


Either of these forms of signature puts on notice the clients 
or others who are reading the document concerned. Alterna- 
tively, if all clients of William Brown and others with whom he 
had dealings received a notification that he was absent or was 
about to become absent on war service and that he had made 
arrangements with John Jones for the carrying on of his prac- 
tice, the signature could be of the ordinary per pro type: 


John Jones, Incorporated Accountant, 
per pro William Brown, Incorporated 
Accountant : 


or even 
William Brown, Incorporated Accountant. 


These two forms of signature are less cumbersome than the 
other two, and previous written advice to those concerned could 
not fail to put them on notice of the arrangements. The despatch 
of such a written advice—care being exercised to ensure that it 
is not sent to persons who are not clients or with whom the 
absentee practitioner does not have dealings, and that it in no 
way offends against the professional ban on advertising—appears 
desirable, and the signing of documents by the acting practitioner 
could then be as in the last two examples, though either of the 
first two forms could be adopted if desired. The position remains 
the same if the person carrying on the practice is a member of 
another professional body of accountants, or if he does not hold 
a professional qualification. 

On the question of responsibility, the absentee practitioner, the 
principal, would have cause for action against the acting prac- 
titioner, his agent, if the latter acted outside his authority or was 
negligent. But the principal would be liable to a third party for 
any wrongful acts or negligence ot the agent, unless the third 
party was put on notice that the agent’s authority was limited, 
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and that any particular transaction was outside its limited scope 
However, it would not generally be necessary to limit the acting! 
practitioner’s authority. In the usual case, indeed, it would b 

desirable for the acting practitioner to have a full power off 
attorney executed by the absentee practitioner. In certain caseg 
a power of attorney may be essential, as, for example, if the 
absentee practitioner’s lease had to be renewed or extended, if 
transfers of securities registered in the name of the absentee 
practitioner had to be executed, and—in all probability—if the} 
acting practitioner needed to draw cheques on the absentee prac 
titioner’s account and to sign them in his name. 
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